
As filed with the Securities and Exchange Commission on February 13,May 11, 2004 Registration No. 333-        

 
112905

U.S. SECURITIES AND EXCHANGE COMMISSION
Washington, D.C.  20549

______________________

PRE-EFFECTIVE AMENDMENT NO. 1
TO

FORM SB-2
REGISTRATION STATEMENT

UNDER
THE SECURITIES ACT OF 1933

_____________________

VIRTGAME CORP.
(Name of small business issuer in its charter)

Delaware
(State or jurisdiction of incorporation 

or organization)

7371
(Primary Standard Industrial
Classification Code Number)

33-0716247
(I.R.S. Employer

Identification No.)

6969 Corte Santa Fe, Suite A
San Diego, CA  92121

(858) 373-5001
(Address and telephone number of principal executive offices

and principal place of business)
______________________________________

Bruce Merati
6969 Corte Santa Fe, Suite A

San Diego, CA  92121
(858) 373-5001

(Name, address and telephone number of agent for service)
___________________________

Copies to:
Daniel K. Donahue, Esq.

Preston Gates & Ellis, LLP
1900 Main Street, Suite 600

Irvine, CA  92614
(949) 253-0900

___________________________
Approximate date of proposed sale to the public:

As soon as practicable after this Registration Statement becomes effective.
____________________________

If this Form is filed to register additional securities for an offering pursuant to Rule 462(b) under the Securities Act, please check the following 

box and list the Securities Act registration statement number of the earlier effective registration statement for the same offering.     

If this Form is a post-effective amendment filed pursuant to Rule 462(c) under the Securities Act, check the following box and list the Securities 

Act registration statement number of the earlier effective registration statement for the same offering.     

If this Form is a post-effective amendment filed pursuant to Rule 462(d) under the Securities Act, check the following box and list the Securities 

Act registration statement number of the earlier effective registration statement for the same offering.     

If delivery of the prospectus is expected to be made pursuant to Rule 434, please check the following box.     
____________________________________________________

CALCULATION OF REGISTRATION FEE

Title of Each Class of Securities 

to be Registered
Amount to be 

Registered  

Proposed
Maximum Offering 

Price per Share (1)

Proposed
Maximum Aggregate 

Offering Price
Amount of 

Registration Fee (1)

Common Stock, $.00001 par value 3,044,640 Shares $0.65 $1,979,016 $251

 (1) Estimated

 

solely

 

for

 

the

 

purpose

 

of

 

calculating

 

the

 

amount

 

of

 

the

 

registration

 

fee

 

pursuant

 

to

 

Rule

 

457

 

(c)

 

under

 

the

 

Securities

 

Act

 

of

 

1933,

 

based upon the last sale of the Registrant s common stock on February 10, 2004, as reported in the over-the-counter market.

_______________________

The Registrant hereby amends this Registration Statement on such date or dates as may be necessary to delay its effective date 
until the Registrant shall file a further amendment which specifically states that this Registration Statement shall thereafter become 



SUBJECT TO COMPLETION, DATED FEBRUARY 13,MAY 11, 2004

PROSPECTUS

3,044,640 Shares

VIRTGAME CORP.

Common Stock

This prospectus relates to the offer and sale of our common stock by the selling stockholders identified in 
this prospectus.  The selling stockholders will determine when they will sell their shares, and in all cases will sell 
their shares at the current market price or at negotiated prices at the time of the sale.  Although we have agreed to 
pay the expenses related to the registration of the shares being offered, we will not receive any proceeds from the 
sale of the shares by the selling stockholders.  Concurrent with the offering made pursuant to this prospectus, certain 
of our stockholders are offering up to 23,224,094 shares of our common stock in a separate secondary offering 
pursuant to a currently effective resale registration statement (SEC file number 333-109153).

Our common stock is currently traded on the OTC Bulletin Board under the symbol VGTI.  On February 
10,May 6, 2004, the last reported sale price of the common stock on the OTC Bulletin Board was $0.650.43 per 
share.  However, we consider our common stock to be thinly traded and any last reported sale prices may not be a 
true market-based valuation of the common stock.  

PLEASE SEE RISK FACTORS BEGINNING ON PAGE 32 TO READ ABOUT CERTAIN 
FACTORS YOU SHOULD CONSIDER BEFORE BUYING SHARES OF OUR COMMON STOCK.

NEITHER THE SECURITIES AND EXCHANGE COMMISSION THE NEVADA STATE 
GAMING CONTROL BOARD, THE NEVADA GAMING COMMISSION NOR ANY OTHER 
REGULATORY BODY HAS APPROVED OR DISAPPROVED THESE SECURITIES OR PASSED UPON 
THE ACCURACY OR ADEQUACY OF THIS PROSPECTUS.  ANY REPRESENTATION TO THE 
CONTRARY IS A CRIMINAL OFFENSE.

The date of this prospectus is ____________, 2004
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No person has been authorized to give any information or to make any representations not contained or 
incorporated by reference in this prospectus in connection with the offer described in this prospectus and, if 
given or made, such information and representations must not be relied upon as having been authorized by 
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SUMMARY

You should read this summary in conjunction with the more detailed information and financial statements appearing 
elsewhere in this prospectus.  

Our Company

We are a networked gaming software provider to the regulated gaming and lottery industries.  We offer to licensed 
casinos and sports wagering and lottery operations a comprehensive suite of software products that provide:

distribution of server-based casino games, sports wagering and lotteries through various distribution channels, 
including local area networks within a casino (such as over-the-counter, stand-alone kiosks and in-room 
wagering) and wider area networks such as online closed-loop Intranets or the Internet; 

open architecture supporting multiple operating system platforms and databases that require no special or 
proprietary hardware; and

customer management solutions, including managerial and financial reports and client data mining.

Our mission is to position VirtGame as the leading provider of software applications and solutions to the regulated 
gaming and lottery industries by developing and integrating solutions to comply with the regulatory concerns.  Our business 
model is based on a strategy of developing a suite of next generation software products for the traditional land-based or 
brick-and-mortar gaming and lottery companies, including a turnkey solution that will enable the operator to offer casino 

games, sports wagering and lotteries online.  We generate  revenue through licensing and software development fees, 
maintenance fees, transactional fees and, wherever legally permissible, participation in gaming revenue.  

Our executive offices are located at 6969 Corte Santa Fe, Suite A, San Diego, CA 92121.  Our telephone number is 
(858) 373-5001. 

The Offering

This offering relates to the offer and sale of our common stock by the selling stockholders identified in this 
prospectus.  The selling stockholders will determine when they will sell their shares, and in all cases will sell their shares at the 
current market price or at negotiated prices at the time of the sale.  Although we have agreed to pay the expenses related to the 
registration of the shares being offered, we will not receive any proceeds from the sale of the shares by the selling 
stockholders.  

Summary Financial Information

The following summary financial data as of and for the years ended December 31, 2003 and 2002 are derived from 
our audited financial statements. This information is only a summary and does not provide all of the information contained in 
our financial statements and related notes. You should read the Management s Discussion and Analysis or Plan of 
Operation beginning on page 11 of this prospectus and our financial statements and related notes included elsewhere in this 
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prospectus.
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2003 2002

Net revenue $ 601,100 $      314,856
Net income (loss) (1,233,443) (2,707,186)

December 31, 2003
Balance Sheet Data:

Working capital $ 2,497,063
Total assets 3,825,609

Total liabilities 341,191
Stockholders equity 3,484,418

Year ended December 31,
Statement of Operations Data:



Summary Financial Information

The following summary financial data as of and for the years ended December 31, 2002 and 2001 
are derived from our audited financial statements. The summary financial data as of and for the nine months 
ended September 30, 2003 and 2002 are derived from our unaudited interim financial statements.  Such 
unaudited interim financial statements have been prepared by us on a basis consistent with our annual 
audited financial statements and, in the opinion of our management, contain all normal recurring 
adjustments necessary for a fair presentation of the financial position and results of operations for the 
applicable periods. This information is only a summary and does not provide all of the information 
contained in our financial statements and related notes. You should read the Management s Discussion and 
Analysis or Plan of Operation beginning on page 11 of this prospectus and our financial statements and 
related notes included elsewhere in this prospectus.

Year ended December 31, Nine Months Ended 
September 30,

Statement of Operations Data: 2002 2001 2003 2002
(Unaudited) (Unaudited)

Net revenue $ 314,856 $      589,227 $ 472,475 $ 209,803
Net income (loss) (2,707,186) (2,212,894) (870,173) (1,866,470)

September 30, 2003
Balance Sheet Data: (Unaudited)

Working capital $ 1,230,071
Total assets 2,697,359
Total liabilities 632,533
Stockholders equity (deficit) 2,064,826
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RISK FACTORS

You should carefully consider the following risk factors before investing in our common stock. Our 
business and results of operations could be seriously harmed by any of the following risks. The trading price of our 
common stock could decline due to any of these risks, and you may lose part or all of your investment. 

We have a history of losses, expect to incur additional losses and may never achieve profitability.  We 
commenced revenue producing operations in September 1997.  However, during our fiscal year ended 
December 31, 2002,2003, we generated only $314,856601,100 of revenue and realized a net loss $2,707,186.  We 
generated revenue of $472,475 and realized a net loss of ($870,173) during the nine months ended September 30, 
2003.  1,233,443).    From our inception of revenue producing operations in September 1997 through September 
30,December 31, 2003, we incurred an accumulated deficit of ($22,927,90823,291,178).  We have yet to generate 
profits from operations and consequently we are unable to predict with any certainty whether our operations will 
become a commercially viable business.  In order for us to become profitable, we will need to generate and sustain a 
significant amount of revenue while maintaining reasonable cost and expense levels.  

Our independent auditors report raises substantial doubt about our ability to continue as a going 
concern.  Our independent auditors have prepared their report on our 2002 financial statements assuming that we 
will continue as a going concern.  Their report has an explanatory paragraph which states that our recurring losses 
from operations since inception, limited operating revenue and limited capital resources raise substantial doubt 
about our ability to continue as a going concern.  

We will require additional capital in order to carry out our plan of operations, but we do not have 
any commitments to obtain such capital and we can not assure you that we will be able to obtain adequate 
capital as and when required.  On December 31, 2003, we completed a private placement offering from which we 
received net proceeds of $1,514,500.  We believe that our working capital as of the date of this prospectus will be 
sufficient to satisfy our estimated working capital requirements through the end of the current fiscal year ending 
December 31, 2004.  However, we believe that we will need significant additional working capital in order to fund 
our continued gaming software development during fiscal 2005 and, if necessary, to finance future losses from 
operations as we endeavor to build revenue and reach a profitable level of operations.  We plan to raise additional 
required funds through various financing sources by issuing additional shares of our securities.  However, there can 
be no guarantees that such funds will be available on commercially reasonable terms, if at all.  Should we be unable 
to raise the required funds, our ability to continue as a going concern may be jeopardized.  In that case, those 
persons who had subscribed for our shares would be subject to heightened risk losing their entire investment.  

We do not have a significant operating history and, as a result, there is a limited amount of 
information about us on which to make an investment decision.  Throughout most of our history, our primary 
business focus has been the operation of casino-style gaming operations over the Internet.  In 2000, we decided to 
wind up our Internet casino operations and focus on developing and licensing software products for the regulated 
casino, sports wagering and lottery industries.  As of the date of this prospectus, we have completed the 
development of a suite of software products that offer the regulated gaming and lottery industries a complete 
turnkey solution for conducting server-based casino, sports wagering and lottery operations over-the-counter, at 
stand-alone kiosks and remotely via both closed-loop Intranet and the Internet.  We have entered into a few 
contracts for the provision of turnkey solutions to land-based casinos and lottery operators.  However, we have not 
derived a significant amount of revenue from these activities and these activities remain a relatively new pursuit for 
us.  Accordingly, there is little operating history upon which to judge our current operations.  

If our gaming products are not accepted in the competitive market for networked gaming software, 
we may be unable to compete in the gaming software market.  Our success as a gaming software supplier is 
dependent upon numerous factors, including our ability to design, manufacture, market and service networked 
gaming software that achieves player and casino acceptance while maintaining product quality and acceptable 
margins.  If our software fails to be accepted by the gaming market and we are otherwise unable to develop gaming 
software that offers technological advantages, we will be unable to generate the revenues necessary to compete 
effectively.  Consequently, the results of our operations could suffer. 
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the possibility that gaming technology will experience a rapid succession of material developments 
resulting in a technology leap frog effect that outdates existing technologies and standards every 
few years; and 

laws and regulations may be imposed in jurisdictions in which we or our customers operate which 
prohibit or regulate such services in a manner which negatively affects profitability. 

In addition to the fact that online gaming is an incipient industry, at the present time it is for the 
most part prohibited in all 50 states.  Federal and state prosecutors and courts have consistently applied the U.S. 
Wire Act and similar state laws to Internet-based gaming.  Consequently, both land-based and online gaming in the 
U.S. is prohibited unless authorized by the state from which and into which the transmission is made.  We believe 
that states that permit land-based gaming have been reluctant to sponsor or license online gaming within their 
jurisdictions out of concern that they will not be able to prevent inappropriate persons from participating.  We 
believe that we offer a viable solution to the dilemma facing U.S. regulators and legislators, and we have received 
approval from the Nevada Gaming Control Board to offer on behalf of a chain of Las Vegas casinos an online 
closed-loop wagering system.  However, there is, to our knowledge, no pending legislation that would legalize 
Internet-based gaming or lotteries to any significant degree.  

We may not be able to protect our proprietary rights and we may incur significant costs in 
attempting to do so.  Our success and ability to compete are dependent to a significant degree on our proprietary 
technology.  We rely on a combination of copyright, trade secret and trademark laws, as well as confidentiality and 
licensing agreements to protect our proprietary rights.  However, it may be possible for a third party to copy or 
otherwise obtain and use our software or other proprietary information without authorization or to develop similar 
software independently.  In addition, litigation may be necessary in the future to enforce our intellectual property 
rights, to protect our trade secrets, to determine the validity and scope of the proprietary rights of others, or to 
defend against claims of infringement or invalidity.  Such litigation, whether successful or unsuccessful, could result 
in substantial costs and diversions of resources, either of which could have a material adverse affect on our 
business, financial condition and operating results. 

The market for our stock is limited.  Our common stock is traded on the OTC Bulletin Board under the 
symbol VGTI.  On February 10,May 6, 2004, the last reported sale price of our common stock on the OTC 
Bulletin Board was $0.650.43

 

per share.  However, we consider our common stock to be thinly traded and any 
last reported sale prices may not be a true market-based valuation of the common stock.  There can be no assurance 
that an active market for our common stock will develop.  In addition, the stock market in general, and internet and 
technology companies in particular, have experienced extreme price and volume fluctuations that have often been 
unrelated or disproportionate to the operating performance of such companies. 

The concurrent offering of up to 23,224,094 shares of our common stock by selling stockholders 
could depress our common stock price.  Concurrent with the offering made pursuant to this prospectus, certain of 
our stockholders are offering up to 23,224,094 shares of our common stock in a separate secondary offering 
pursuant to a currently effective resale registration statement (SEC file number 333-109153).  Sales of a substantial 
number of shares of our common stock in the public market could adversely affect the market price of our common 
stock and make it more difficult for us to sell equity securities at times and prices that we determine to be 
appropriate.

Our common stock is considered to be a penny stock and, as such, the market for our common 
stock may be further limited by certain SEC rules applicable to penny stocks.  As long as the price of our 
common stock remains below $5.00 per share or we have a net tangible assets of $2,000,000 or less, our common 
shares are likely to be subject to certain penny stock rules promulgated by the SEC.  Those rules impose certain 
sales practice requirements on brokers who sell penny stock to persons other than established customers and 
accredited investors (generally institutions with assets in excess of $5,000,000 or individuals with net worth in 
excess of $1,000,000).  For transactions covered by the penny stock rules, the broker must make a special suitability 
determination for the purchaser and receive the purchaser s written consent to the transaction prior to the sale.  
Furthermore, the penny stock rules generally require, among other things, that brokers engaged in secondary trading 
of penny stocks provide customers with written disclosure documents, monthly statements of the market value of 
penny stocks, disclosure of the bid and asked prices and disclosure of the compensation to the brokerage firm and 
disclosure of the sales person working for the brokerage firm. These rules and regulations adversely the affect the 
ability of brokers to sell our common shares and limit the liquidity of our securities.

-
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CAUTIONARY STATEMENT CONCERNING FORWARD-LOOKING INFORMATION

This prospectus and the documents to which we refer you and incorporate into this prospectus by reference 
contain forward-looking statements.  In addition, from time to time, we or our representatives may make forward-
looking statements orally or in writing.  We base these forward-looking statements on our expectations and 
projections about future events, which we derive from the information currently available to us. Such forward-
looking statements relate to future events or our future performance.  You can identify forward-looking statements 
by those that are not historical in nature, particularly those that use terminology such as may, will, should, 
expects, anticipates, contemplates, estimates, believes, plans, projected, predicts, potential or 
continue or the negative of these or similar terms.  In evaluating these forward-looking statements, you should 

consider various factors, including those described in this prospectus under the heading Risk Factors beginning on 
page 3.  These and other factors may cause our actual results to differ materially from any forward-looking 
statement.  Forward-looking statements are only predictions.  The forward-looking events discussed in this 
prospectus, the documents to which we refer you and other statements made from time to time by us or our 
representatives, may not occur, and actual events and results may differ materially and are subject to risks, 
uncertainties and assumptions about us.  For these statements, we claim the protection of the safe harbor for 
forward-looking statements contained in the Private Securities Litigation Reform Act of 1995. 

-
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SELLING STOCKHOLDERS

This prospectus relates to the offer and sale of our common stock by the selling stockholders identified below.  The 
common shares included in the table below consist of shares issuable upon conversion of our Series B preferred stock and 
shares issuable upon presently exercisable warrants, all of which were issued in a private placement offering conducted in 
November and December of 2003 in accordance with Rule 506 of Regulation D under the Securities Act of 1933, as 
amended.  In connection with the private placement, we agreed to register the shares for resale.  The selling stockholders 
will determine when they will sell their shares, and in all cases will sell their shares at the current market price or at 
negotiated prices at the time of the sale.  Although we have agreed to pay the expenses related to the registration of the 
shares being offered, we will not receive any proceeds from the sale of the shares by the selling stockholders.  

None of the selling stockholders hold any affiliation with us apart from their ownership of our securities.  One of 
the selling stockholders, Veritas-Scalable Investment Products Fund LLC, is affiliated with McMahan Securities Co. L.P., 
a registered broker-dealer that acted as placement agent in the private placement offering referred to above and in our July 
2003 private placement offering of Series A preferred stock and warrants.  .  The affiliations that certain other selling 
stockholders have with broker-dealers are described in the footnotes to the table below.  All of these selling stockholders 
have represented to us that they acquired the securities to be resold in the ordinary course of their investing activities and 
none of them had any agreements or understandings, directly or indirectly, with any person to distribute the securities at the 
time of purchase.  

The following table sets forth certain information regarding the beneficial ownership of our common stock as of 
the date of this prospectus by each selling shareholder.  Our Series B preferred stock contains anti-dilution provisions that 
entitle their holders to acquire a greater number of common shares under certain circumstances.  Accordingly, the number 
of common shares beneficially held by certain selling stockholders is subject to increase.  In reviewing the table, please 
keep in mind that the amounts in the column relating to shares beneficially owned after the offering assume that all offered 
shares are sold.  

As of January 5,May 7, 2004, there were outstanding 30,130,04432,196,848 shares of our common stock, 
3,0002,277.5 shares of our Series A preferred stock that are convertible into 7,894,7065,993,378 shares of common stock 
and 1,705 shares of our Series B preferred stock that are convertible into 2,435,711 shares of common stock.  The 
percentages shown in the table below assume the conversion of all Series A preferred shares and all Series B preferred 
shares.

Shares beneficially owned 
before the offering

Shares
 being

Shares beneficially owned 
after the offering

Name Number Percentage offered Number Percentage
Bridges & Pipes LLC (1) 178,571 * 178,571 -0- 0.0%
Condor Fund, Inc. (2) 446,428 1.1% 446,428 -0- 0.0%
Veritas-Scalable Investment Products 
Fund LLC (3) 5,368,598 12.99.99% 1,392,586 3,975,742 9.8%
Baruch & Shoshana Halpern (4) 357,143 * 357,143 -0- 0.0%
Crestview Capital Fund II, LP (5) 535,714 1.3% 535,714 -0- 0.0%
Lido Investments, LLC (6) 133,928 * 133,928 -0- 0.0%
*  Less than 1%. 

(1) David Fuchs, the managing member of Bridges & Pipes LLC, has voting and investment power over the shares held by 
Bridges & Pipes, LLC. 

(2) Victor Borja, the President of Condor Fund, Inc., has voting and investment power with respect to the shares held by 
Condor Fund, Inc.

(3) D. Bruce McMahan is the President, Manager and owner of a majority of the membership interests in Veritas-Scalable 
Investment Products Fund LLC, and as a result he has voting and dispositive power with respect to the shares held by such 
stockholder.  Mr. McMahan is affiliated with McMahan Securities Co., L.P., a registered broker-dealer.

(4) Baruch & Shoshana Halpern have shared voting and investment power with respect to the shares held by them.  Mr. 
Halpern is affiliated with Halpern Capital, Inc., a registered broker-dealer.

(5) Richard Levy, the Managing Partner of Crestview Capital Fund II, LP, and Stewart Flink have shared voting and investment 
power with respect to the shares held by Crestview Capital Fund II, LP.  Mr. Flink is the owner of Dillon Capital, Inc., a 
registered broker-dealer.

-
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(6) Judith Douglas is the President and CEO of Gramercy Partners, Inc., which is the managing member of Lido Investments, 
LLC.  As a result, Ms. Douglas has voting and investment power with respect to the shares held by Lido Investments, LLC.
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PLAN OF DISTRIBUTION

We are registering the common shares covered by this prospectus for the selling stockholders.  As used in this 
prospectus, "selling stockholders" includes the pledgees, donees, transferees or others who may later hold the selling 
stockholders' interests. We will pay the costs and fees of registering the common shares, but the selling stockholders will 
pay any brokerage commissions, discounts or other expenses relating to the sale of the common shares.

The selling stockholders may sell the common shares in the over-the-counter market or otherwise, at market prices 
prevailing at the time of sale, at prices related to the prevailing market prices, or at negotiated prices. In addition, the 
selling stockholders may sell some or all of their common shares through:

a block trade in which a broker-dealer or other person may resell a portion of the block, as principal or agent, 
in order to facilitate the transaction;

purchases by a broker-dealer or other person, as principal, and resale by the broker-dealer for its account; or

ordinary brokerage transactions and transactions in which a broker solicits purchasers.

When selling the common shares, the selling stockholders may enter into hedging transactions. For example, the 
selling stockholders may:

enter into transactions involving short sales of the common shares by broker-dealers;

sell common shares short themselves and deliver the shares registered hereby to settle such short sales or to 
close out stock loans incurred in connection with their short positions;

enter into option or other types of transactions that require the selling shareholder to deliver common shares 
to a broker-dealer or other person, who will then resell or transfer the common shares under this prospectus; 
or

loan or pledge the common shares to a broker-dealer or other person, who may sell the loaned shares or, in 
the event of default, sell the pledged shares. 

The selling stockholders may negotiate and pay broker-dealers or other persons commissions, discounts or 
concessions for their services. Broker-dealers or other persons engaged by the selling stockholders may allow other broker-
dealers or other persons to participate in resales. However, the selling stockholders and any broker-dealers or such other 
persons involved in the sale or resale of the common shares may qualify as "underwriters" within the meaning of the 
Section 2(a)(11) of the Securities Act of 1933 (the "1933 Act"). In addition, the broker-dealers' or their affiliates' 
commissions, discounts or concession may qualify as underwriters' compensation under the 1933 Act. If the selling 
stockholders qualify as "underwriters," they will be subject to the prospectus delivery requirements of Section 5(b)(2) of 
the 1933 Act.

In addition to selling their common shares under this prospectus, the selling stockholders may:

agree to indemnify any broker-dealer or agent against certain liabilities related to the selling of the common 
shares, including liabilities arising under the 1933 Act;

transfer their common shares in other ways not involving market makers or established trading markets, 
including directly by gift, distribution, or other transfer; or

sell their common shares under Rule 144 of the 1933 Act rather than under this prospectus, if the transaction 
meets the requirements of Rule 144.

We have agreed to indemnify the selling stockholders against liabilities arising in connection with this offering, 
including liabilities under the 1933 Act, or to contribute to payments that the selling stockholders may be required to make 
in that respect.

-
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MARKET FOR COMMON EQUITY AND RELATED STOCKHOLDER MATTERS

Our common stock trades on the OTC Bulletin Board under the symbol VGTI.  The following table shows the 
high and low closing prices of our common stock for the periods indicated as reported by the OTC Bulletin Board.  These 
prices do not include retail markup, markdown or commission.

High Low
2001:
Third quarter .55 .33
Fourth quarter .66 .26

2002:
First quarter .54 .29
Second quarter .44 .24
Third quarter .36 .12
Fourth quarter  .55 .23

2003:
First quarter $ .48 $ .25
Second quarter .53 .2928
Third quarter

 

.7985 .4950
Fourth quarter .8782 .5861

We consider our common stock to be thinly traded and, accordingly, reported sale prices may not be a true 
market-based valuation of our common stock.  As of January 5,May 6, 2004, there were 158161 record holders of our 
common stock and approximately 950 beneficial owners.

We have not paid any cash dividends since our inception and do not contemplate paying dividends in the 
foreseeable future. It is anticipated that earnings, if any, will be retained for the operation of our business.
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MANAGEMENT S DISCUSSION AND ANALYSIS OR PLAN OF OPERATIONS

General

During 2002 and 2003, we received a total of $6,263,780 of funds from the private placement sale of our equity 
securities and the exercise of outstanding options.  Of this amount, over $4,000,0003,700,000 was raised in the last six 
months of 2003, including net proceeds of $1,514,5001,374,585 received in December 2003 from the sale of units 
consisting of Series B preferred stock and warrants to purchase common stock, and net proceeds of $2,488,7802,488,760

 
received in July 2003 from the sale of units consisting of Series A preferred stock and warrants to purchase common stock.  
The terms of our Series A preferred stock and Series B preferred stock and the warrants included in the units are described 
under Description of Securities beginning on page 2925 of this prospectus.

These funds acquired from these private placementplacements have been, and will be, applied  towards our plan of 
operation as a software provider to the gaming and lottery industries and our pursuit of a gaming manufacturer and 
distributor license in Nevada and a non-gaming related supplier license in Ontario, Canada.  We will continue to focus on 
the development of gaming software applications and licensing opportunities for regulated casinos and sports wagering and 
lottery operations.  Over the last six months, we have responded to several requests for gaming and lottery application 
proposals in the U.S. and Canada.  Our plan of operations is to provide software application services and license our 
software products to distributors of restricted on-line content, including casinos, sports wagering systems and state and 
national lotteries.  Our goal is to be the leading back-end application software provider to the licensed and land-based 
gaming industry.

Results of Operations

Nine MonthsYear Ended September 30,December 31, 2003 Compared to Nine MonthsYear Ended September 
30,  December 31, 2002

RevenuesOur net revenues increased from software application services were $472,475 for the nine months 
September 30, 2003, compared to $209,803 for the nine months ended September 30, 2002.  The increase in revenues for 
the first nine months of 2003 versus the prior year s first nine months was due to new customers initial software licensing 
fees. $314,856 to $601,100 for the year ended December 31, 2003 compared to the prior year.  Operating expenses from 
operations decreased by 2936% to $1,490,076 for the nine monthsyear ended September 30,December 31, 2003 to 
$1,985,185 compared to $2,083,992 during the nine months ended September 30, 2002.  3,096,469 in the prior year. The 
decrease in operating expenses was primarily due to lower consulting fees, lower licensing fees, capitalized software, 
partially offset by higher distributorship expenses.  licensing, legal, and advertising fees.  

Interest income increased to $6,079 for the year ended December 31, 2003 compared to $516 for the prior year due 
to higher cash positions during 2003.  Interest expense decreased to $14,812 for the nine months ended September 30, 
2003 from $20,427 for the nine months ended September 30, 2002.  The decrease in the interest expense was due to our 
repayment of two notes during July of 2003 and write back of a note that was subject to statute of limitations during this 
periodyear ended December 31, 2003 compared to $52,683 for the prior year, due to lower notes payable during the 2003 
year.

Other income of $162,718 in the nine months ended September 30, 2003 represents write back of a  note and 
accrued interest that became subject to statue of limitation at the end of the third quarter of year 2003.

 

Net loss for the nine months ended September 30, 2003 was $870,173 compared to net loss of $1,866,470 for the 
nine months ended September 30, 2002. year ending December 31, 2003 decreased 54% to $1,233,443 or $0.04 per share, 
on 29,852,088 weighted average shares outstanding, compared with a loss in 2002 of $2,707,186, or $0.11 per share, on 
24,091,248 weighted average shares outstanding.

Year Ended December 31, 2002 Compared to Year Ended December 31, 2001.  2001

Our net revenues decreased from $589,227 to $314,856 for the year ended December 31, 2002 compared to the 
prior year.  Operating expenses from continuing operations increased by 12% for the year ended December 31, 2002 to 
$3,096,469 compared to $2,772,446 in the prior year.  The increase was primarily due to $123,000 of severance pay 
accrualexpense from variable options and higher gaming license fees offset by $128,016 of debt forgiveness income.  All 
revenues and expenses related to operating Internet casino and sports book operations are reflected as discontinued 
operations in the Consolidated Statements of Operations for the year ending December 31, 2000.
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Interest income increased to $516 for the year ended December 31, 2002 compared to $460 for the prior 
year.  Interest expense increased to $52,683 for the year ended December 31, 2002 compared to $39,547 for the prior year, 
due to higher average notes payable balances outstanding during the year.

Net loss for the year ending December 31, 2002 increased 22% to $2,707,186, or $0.11 per share, on 24,091,248 
weighted average shares outstanding, compared with a loss in 2001 of $2,212,894, or $0.14 per share, on 15,537,933 
weighted average shares outstanding.

Year Ended December 31, 2001 Compared To Year Ended December 31, 2000

Our net revenues increased from $473,499 in 2000 to $589,227 for the year ended December 31, 2001.  Operating 
expenses from continuing operations increased by 52% for the year ended December 31, 2001 to $2,772,446 compared to 
$1,820,822 in the prior year.  The increase was due to an increase of $1,029,777 of expenses during the 2001 fiscal for 
issuance of stock options and warrants to our employees and consultants over the prior year.  Excluding these non-cash 
items, operating expenses in 2001 decreased by about $36,000 from the prior year.  All revenues and expenses related to 
operating Internet casino and sports book operations are reflected as discontinued operations in our consolidated statements 
of operations for the year ended December 31, 2000.  

Interest income decreased to $460 for the year ended December 31, 2001 compared to $6,411 for the prior year.  
Interest expense increased to $39,547 for the year ended December 31, 2001 compared to $27,422 for the prior year, due to 
higher average notes payable balances outstanding during the year.  

Net loss from continuing operations for the year ended December 31, 2001 was $2,212,894 compared to 
$1,373,116 for the year ended December 31, 2000.  This increase was due to the charges expensed in relation to non-cash 
items.  There was no loss from discontinued operations for the year ended December 31, 2001 compared to a loss of 
$256,995 from discontinued operations in the prior year.  Net loss for the year ended December 31, 2001 increased 35.8% 
to $2,212,894, or $0.14 per share, on 15,537,933 weighted average shares outstanding, compared with a loss in 2000 of 
$1,630,111, or $0.14 per share, on 11,920,790 weighted average shares outstanding.

Liquidity and Capital Resources

We had a working capital of $1,230,071 as of September 30,2,497,063 at December 31, 2003, an 
increaseimprovement of $3,116,594 in working capital of $1,972,602 compared to the working capital deficit of $742,531 
as of December 31, 2002.  During the quarter ended December 31, 2003, we received additional net proceeds of 
$1,514,500 from the closing of a private placement of our securities conducted by McMahan Securities Co. L.P., as 
placement agent.  Our receipt of the proceeds of this private placement are not reflected in the financial statements of the 
quarter ended September 30, 2003.  As of September 30, 2003, we had stockholders' equity of $2,064,826 compared to a 
stockholders' deficit of $41,063 at December 31, 2002.619,531 as of December 31, 2002.  

Our plan of operations over the next 12 months includes the continued pursuit of our goal to position VirtGame as 
the leading provider of software applications and solutions to the regulated gaming and lottery industries by developing 
and integrating solutions to comply with the regulatory concerns.  We believe that our working capital as of the date of this 
prospectusreport will be sufficient to satisfy our estimated working capital requirements through the end of the current 
fiscal year ending December 31, 2004.However, weat our current level of operations for the next twelve months.

We believe that we will need significant additional working capital in order to fund our continued gaming 
software development during 2005 and, if necessary, to finance possible future losses from operations as we endeavor to 
build revenue and reach a profitable level of operations.  We plan to raise additional required funds through various 
financing sources by issuing additional shares of our securities.  However, as of the date of this prospectusreport we have 
no plans or commitments for the sale of our securities.  If we are unable to raise the required capital, there will be a severe 
impact on our financial condition that would jeopardize our ability to continue as a going concern.  

We do not have any off-balance sheet financing arrangements or liabilities. 

Recent Accounting Standards

In December 2002, the FASB issued Statement No. 148, Accounting for Stock Based Compensation - Transition 
and Disclosure - an amendment of FASB Statement No. 123" ( SFAS 148"), which provides alternative methods of 
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transition for a voluntary change to the fair value method of accounting for stock based employee compensation. The 
standard amends the disclosure requirement of SFAS 123 to require prominent disclosure in both annual and interim 
financial statements about the method of accounting for stock based employee compensation and the effect of the method 
used on the reported results.

In April 2003, FASB issued Statement No. 149, Amendment of Statement 133 on Derivative Instruments and 
Hedging Activities

 
( SFAS 149 ). SFAS No. 149 amends and clarifies financial accounting and reporting for derivative 

instruments, including certain derivative instruments embedded in other contracts (collectively referred to as derivatives) 
and for hedging activities under SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities. SFAS 
No. 149 requires that contracts with comparable characteristics be accounted for similarly.  SFAS No. 149 is effective for 
contracts entered into or modified after June 30, 2003, and for hedging relationships designated after June 30, 2003.  The 
adoption of this Statement did not have an effect on the consolidated financial statements.

The report of our independent accountants for the fiscal year ended December 31, 2002 states that due to recurring 
losses from operations, the absence of significant operating revenues and our limited capital resources, there is substantial 
doubt about our ability to continue as a going concern. 

In May 2003, the FASB issued Statement No. 150, Accounting for Certain Financial Instruments with 
Characteristics of both Liabilities and Equity

 

( SFAS 146 ).  SFAS No. 150 establishes standards for how an issuer 
classifies and measures certain financial instruments with characteristics of both liabilities and equity. It requires that an 
issuer classify a financial instrument that is within its scope as a liability (or an asset in some circumstances).  SFAS No. 
150 is effective for financial instruments entered into or modified after May 31, 2003, and otherwise is effective at the 
beginning of the first interim period beginning after June 15, 2003. The adoption of this Statement did not have a material 
effect on the consolidated financial statements.
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The adoption of this interpretation did not have an impact on our financial condition or results of operations.

We believe that inflation does not have a material effect on our business. 
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BUSINESS

General

We are a networked gaming software provider to the regulated gaming and lottery industries.  We offer to licensed 
casinos and sports wagering and lottery operations a comprehensive suite of software products that provide:

distribution of server-based casino games, sports wagering and lotteries through various distribution channels, 
including local area networks within a casino (such as over-the-counter, stand-alone kiosks and in-room 
wagering) and wider area networks such as online closed-loop Intranets or the Internet; 

open architecture supporting multiple operating system platforms and databases that require no special or 
proprietary hardware; and 

customer management solutions, including managerial and financial reports and client data mining.

Our business model is based on a strategy of developing a suite of next generation software products for the 
traditional land-based or brick-and-mortar gaming and lottery companies, including a turnkey solution that will enable 
the operator to offer casino games, sports wagering and lotteries online.  We  derive revenue through licensing and 
software development fees, maintenance fees and transactional fees, and, wherever legally permissible, participation in 
gaming revenue.  

We believe today s Internet is too unregulated and unjurisdictional to be a suitable distribution channel for the 
regulated gaming and lottery operators. We are taking a step-by-step approach to offer land-based casinos and lottery 
operators a legal solution for remote gaming within their own licensed jurisdiction. As the first step, we are deploying our 
open architecture gaming products within the casino floor.  We will then introduce our proprietary and patented gaming 
distribution solution to extend the reach of the operator to their customers remotely. We have developed ways to create 
private networks from today s Internet infrastructures.  Telecommunication companies have already spent a tremendous 
amount of capital on the World Wide Web.  Our strategy is to capitalize on this sunk expense for the industry that spends 
billions of dollars building casinos to attract customers, and pays very little to expand its customer base.  The states and 
governments are finding it difficult to stop the offshore Internet gaming companies. The only practical way to deal with the 
unlicensed Internet gaming operators is to allow the licensed and land-based casinos to compete online in a secured and 
regulated environment. This will also provide the opportunity for the states to tax this new source of gaming revenues.      

On January 21, 2003, the United States Patent and Trademark Office awarded us patent # 6,508,710 for Gaming 
System with Location Verification . The patent covers virtual gaming environments with verification of players' location to 
regulate access to players in authorized locations.  Also in January 2003, we licensed our sports wagering software to three 
of the casinos that Herbst Gaming owns and operates in Nevada, including Terrible s Hotel Casino, Terrible s Town 
Casino and Terrible s Lakeside Casino.  In March 2003, we licensed our sports wagering software to Casino MonteLago, 
which is being developed by CIRI Lakeside Gaming Investors and scheduled to openopened in April 2003.  The Casino 
MonteLago is located adjacent to the Ritz-Carlton Hotel which opened in early 2003 in Lake Las Vegas Resort.  In 
October 2002, we received manufacturer and distributor licenses from the Nevada Gaming Commission, which are limited 
for 18 months and will expire in April 2004.   On April 7, 2004 we received a recommendation of approval by the state of 
Nevada Gaming Control Board for an unrestricted gaming license without time limitations as a manufacturer and 
distributor in the state. The recommendation was approved by the Nevada Gaming Commission on April 22, 2004.

We believe that licensed gaming and lottery companies and the legislators and regulators that govern them are 
interested in allowing for online gaming in the U.S. provided that proper controls can be put in place.  In June 2002, the 
Nevada State legislature approved a bill allowing licensed casinos to offer Internet gaming subject to the Nevada Gaming 
Nevada Gaming Commission's ability to reasonably assure that wagers are accepted only from the State of Nevada and 
other jurisdictions that allow Internet gaming.  We believe that the Nevada State Gaming Control Board and the Nevada 
Gaming Commission have long been considered to be the premier gaming regulatory bodies in the U. S., and if the Nevada 
Gaming Commission facilitates Internet gaming, other jurisdictions will follow.

Our goal is to position VirtGame as the leading provider of software applications and solutions to the regulated 
gaming and lottery industries by developing and integrating solutions to comply with the regulatory concerns.  In October 
2000, we received approval from the Nevada State Gaming Control Board to offer the Coast Hotels closed loop wagering 
system, which was the first time any U.S. gaming authority approved an online gaming opportunity.  In July 2002, Las 
Vegas Dissemination Company, the exclusive pari-mutuel systems operator to the Nevada casino industry, agreed to serve 
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as our exclusive distributor of our sports and race book software products in Nevada.  We have entered into contracts with 
other licensed U.S. and foreign land-based gaming operators for purposes of designing and operating online gaming 
opportunities.  

Regulatory Environment

As a software development company, we do not operate Internet casinos, sportsbooks or lotteries.  Instead we have 
developed software products that are currently in  use by licensed and regulated casinos, sportsbooks and lotteries.  While 
we intend to derive income directly from gaming activities, we intend to do so pursuant to arrangements with licensed 
casino, sportsbook and lottery operators in full compliance with applicable federal and state law.  However, as a participant 
in the gaming industry, the regulatory environment in this industry directly affects us particularly as it relates to online 
casino gaming, sports wagering and lotteries.  

The U.S. Federal Interstate Wire Act provides language that, among other things, makes it a crime to use interstate 
or international telephone lines to transmit information assisting in the placing of wagers, unless the wagering is authorized 
in the jurisdiction from which and into which the transmission is made.  Federal and state prosecutors and courts have 
consistently applied the Wire Act to Internet-based gaming. Consequently, both land-based and online gaming in the U.S. 
is prohibited unless authorized by the state from which and into which the transmission is made.  In summary, the 
regulation of gaming in the U.S. is left to the states.

We believe that states that permit land-based gaming have been reluctant to sponsor or license online gaming 
within their jurisdictions out of concern that they will not be able to prevent inappropriate persons from participating.  The 
Internet has traditionally defied attempts to prohibit unlicensed offshore Internet casinos from offering their products in the 
U.S.  Likewise, the Internet has defied attempts to prevent U.S. residents from wagering over those unregulated systems.  
We believe that the history of online gaming in the U.S. and elsewhere has discouraged states and other foreign 
governments from authorizing online gaming in their jurisdictions due to:

the perceived inability to prevent people from outside their jurisdiction from participating, thus risking the 
enmity of other jurisdictions that offer competing gaming activities or outlaw gaming altogether;

the perceived inability to prevent minors and other inappropriate persons located within their jurisdictions 
from participating; and

the perceived inability to offer online gaming and lotteries over a secure environment.  

As noted above, in June 2002 Nevada has recently passed legislation approving Internet-based gaming subject to 
assurances that it can be jurisdictionally policed.  We believe that we offer a viable solution to the dilemma facing U.S. 
regulators and legislators.  Our suite of integrated software products offer states a complete software solution that allows 
them or their licensees the ability to offer to the state s residents gaming, sportsbook and lottery products over a secure 
system that guarantees jurisdictional screening, identity authentication and age verification.  

In furtherance of our commitment to the promotion of  regulated online gaming, we applied for and received 
manufacturer and distributor gaming licenses in the State of Nevada on October 24, 2002, which were limited for 18 
months and will expire in April 2004.  On April 7, 2004 we received a recommendation of approval by the state of Nevada 
Gaming Control Board for an unrestricted gaming license without time imitations as a manufacturer and distributor in the 
state. The recommendation was approved by the Nevada Gaming Commission on April 22, 2004.  In May 2002, the 
Province of Ontario, Canada granted us a non-gaming related supplier license.  We intend to file additional applications for 
gaming licenses in other U.S. and foreign jurisdictions in the future.  While we do not believe that we require licensing by 
the gaming regulators, we believe that the legalization of online gaming will require, among other things, the regulation 
and supervision of the involved parties.  We believe that licensing will prove to be a considerable barrier to entry for our 
future competitors and that our early efforts to obtain gaming licenses will give us a considerable advantage over our 
competition and allow us to help shape the regulatory landscape within which we will operate.  
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Products and Services

We offer to regulated casinos and lotteries a suite of integrated software products and services designed to provide:

distribution of server-based casino games, sports wagering and lotteries through various distribution channels, 
including over-the-counter, stand-alone kiosks and online via closed-loop Intranets or the Internet; 

open architecture supporting multiple operating system platforms and databases that require no special 
proprietary hardware; and 

 
customer management solutions, including managerial and financial reports and client data mining.; and

a secure environment that complies with gaming regulations, including jurisdictional screening, age 
verification and identity authentication.

VirtGameSP Server Suite

Our software products are based on the VirtGameSP , a proprietary server platform from which all other 
members of the software suite operate.  The VirtGameSP is a highly scalable and customizable software system designed 
to function as an integration hub, and can run on any secure network with most modern operating systems, including 
Windows NT, Unix, Linux, Oracle and SQL.

The VirtGameSP  can be customized to accommodate the operator and has been found to comply with the 
requirements of a licensed casino.  

The VirtGameSP server suite includes the following products:

The VirtGame Media/Web Server.  This product acts as the engine through which front-end access is gained.  
Graphical user interfaces are customized for each branded entity and engage the system through the VirtGame 
Game Server to the VirtGame Community Server Platform.

The VirtGame Game Server.  This product provides game play and game odds to the front end graphical user 
interfaces.

The VirtGame Community Server.  This product stores all data, controls all game logic and security 
functionality and interfaces with the operator s credit card processor, as well as provides an extensive 
database management system that collects and manages all gaming customer information and marketing 
history. 

The VirtGame Administrative Server.  This product allows the independent operator to manage his casino 
from anywhere in the world with instant, exclusive and secure Internet access to his players' information, such 
as account balances, deposits and withdrawals.  This server provides international gaming companies the 
capability to have centralized global risk management for minimizing sports wagering book-making risks. 

The VirtGame Product Suite

The VirtGameSP  acts as the foundation for the rest of the gaming software products offered by us in much the 
same way that Microsoft s Windows acts as a platform for the group of products in the Microsoft Office product group. 
Thus, as Windows creates optimal value as a myriad of applications are utilized by it, the VirtGameSP  is the enabling 
agent for the entire product group offered by us and the integration interface to existing systems.

Set forth below is a description of our casino, sports wagering and lottery products.  All of the products can be 
deployed in-casino, either over-the-counter or at a stand-alone kiosk, or remotely over the Internet.  

PrimeLine  Sports Book.  PrimeLine  Sports Book offers the opportunity to bet on a variety of sporting 
events played in the United States, Central and South America, Europe and Asia.  The sports wagering 
service is conducted by way of proprietary software internally developed by us.  The service is one of only 
two sports book systems approved as an over-the-counter sports book in Nevada and is the only one which is 
both web and kiosk enabled.  
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PrimeLine  Race Book.  PrimeLine  Race Book offers a pari-mutuel sports wagering service that allows the 
client to wager on domestic and foreign horse races.   The PrimeLine  Race Book can be deployed over-the-
counter, at a stand-alone kiosk or over the Internet.  

VirtLottery .  The VirtLottery  software module is an Internet platform that offers states and national 
lotteries with an Internet distribution channel. The technology and e-commerce system of this module allow 
state and national lotteries to sell traditional lottery games to existing lottery players over the Internet, 
maximizing the addressable customer base.  Furthermore, our VirtBorderControl  technology allows lottery 
games to be offered only to targeted markets in targeted geographic regions to address jurisdictional issues 
between state lotteries. While the system is currently optimized for the Internet distribution channel, it is 
capable of being deployed both as a kiosk and as an over-the-counter application.

VirtCasino .  Our VirtCasino  software module is the enabling technology to all of the current casino table 
games, such as Blackjack, Baccarat, Craps, Roulette, Poker, PaiGow Poker, Let It Ride, Keno and Slot 
Games.  The front end of the module presents integration options to a variety of customizable graphic user 
interfaces, offering the opportunity for branding, images, sounds, layout, customized games, content and ease 
of development.  The games have been designed to evoke the sights and sounds similar to a Las Vegas style 
casino.  Computer graphics present the "lobby" of the virtual casino, consisting of several menu items which 
the customer can choose to enter.  The customers use the Windows format of commands to carry out gaming 
activities.  The software module offers audio features, including the sound of shuffling cards, video poker 
machine pay-outs and general casino background sounds. 

VirtBorderControl .  The VirtBorderControl  is a geographically intelligent software module that provides 
regulated casinos and lottery operators with the ability to conduct identity authentication and screen their user 
base for jurisdiction and age.  It is the first closed-loop private network to gain Nevada Gaming Control 
Board approval.  VirtBorderControl  offers a complete solution for restricted distribution of content through 
computer access.  VirtBorderControlTM can be configured to meet the requirements of individual states, 
provinces or countries to allow only legal users to gain access to content.  Depending on the requested 
restrictions, we can configure the checkpoint business rules to meet the legal requirements of any given 
product.  The VirtBorderControl  technology enables licensed and regulated gaming companies to reach 
their customers within permitted jurisdictional boundaries.  The system employs a multi-layer approach to 
jurisdictional control across the Internet.  The main backend consists of a database that we use and update 
through multiple resources to determine where an Internet user appears to be coming from.  We also have a 
proprietary browser that can further define the user s location through a series of checks and router 
identification.  

Contracts and Strategic Relationships

Casino MonteLago.  In March 2003, we licensed our sports wagering software to Casino MonteLago, which is 
being developed by CIRI Lakeside Gaming Investors and scheduled to openopened in April 2003.  The Casino MonteLago 
is located adjacent to the Ritz-Carlton Hotel which opened in early 2003 in Lake Las Vegas Resort.  

Herbst Gaming. In January 2003, we licensed our sports wagering software to three of the casinos that Herbst 
Gaming owns and operates in Nevada, including Terrible s Hotel Casino, Terrible s Town Casino and Terrible s Lakeside 
Casino.   

Casino Fandango. In October 2003, we licensed our sports wagering software to Casino Fandango, a new casino 
in Carson City, Nevada which opened for operation in early 2004.    

Las Vegas Dissemination Company.  Pursuant to an Exclusive Distributorship Agreement dated July 1, 2002, we 
have appointed Las Vegas Dissemination Company, Inc. ( LVDC ) as the exclusive distributor of our PrimeLineTM 

SportsBook and PrimeLineTM RaceBook in the State of Nevada.  LVDC is the exclusive pari-mutuel systems operator for 
Nevada casino race books.  Our goal is to place our PrimeLineTM SportsBook and PrimeLineTM RaceBook software 
products in the over-the-counter and kiosk-wagering systems serviced by LVDC.  We believe that LVDC is uniquely 
qualified to be the exclusive distributor of our sports book and race book software products.  The same department within a 
casino typically manages sports books and race books, and LVDC has established long standing relationships with key 
management in every Nevada casino that operates a race book.  The agreement has an initial term of five years and is 



20

renewable by LVDC subject to its satisfaction of certain minimum performance conditions.  LVDC has agreed to use its 
best efforts to market our software products to its clientele throughout Nevada, and we have the ability to terminate the 
agreement based on LVDC s failure to satisfy certain minimum performance conditions.  

In October 2000, we received approval from the Nevada Gaming Control Board to offer the Coast wagering 
system as a closed-loop Intranet service to Nevada residents.  We believe that this was the first and only time any U.S. 
gaming authority approved an online gaming opportunity.  

Argentine National Lottery.  We have designed, and developed two Internet-based systems in Argentina, a sports 
wagering lottery system for the Argentine National Lottery and a scratch lottery system for three southern provinces in 
Argentina.  Pursuant to an agreement dated January 3, 2001, as amended on August 15, 2002, between us and Codere LLC, 
the operator of these two systems, we have granted Codere a non-exclusive license to our VirtLottery  and VirtBorder 
Control software products.  We have also agreed to design, install and operate on behalf of Codere an Internet-based 
gaming site at which Codere can offer casino games, sports wagering and lottery products.  We employ our VirtBorder 
Control software products to prevent U.S. residents from wagering at the Codere site.  Codere is scheduled to commence 
accepting wagers at one of these sites in the second quarter of 2003.  Codere has paid us certain initial licensing and 
installation fees and is required to pay us further licensing and   monthly maintenance fees based on the number of accounts 
established by users of its sites.  

In December 2003, we received regulatory approvals for deployment of Sports Bet Xpress (SBX) in a live field 
trial.  SBX is a closed-loop network that enables sports wagering through terminals placed in participating Nevada bars and 
taverns.  SBX is designed to allow customers of any Las Vegas casino to access their sports wagering accounts through this 
network of terminals, thus extending the brand reach of participating casinos.  In February 2004 Bally s Las Vegas started 
hosting the SBX for a 60 day field trial. The Nevada Gaming Board requires a beta test of new gaming systems before a 
system can receive final approvals. Under Nevada account wagering laws, players have to first physically open an account 
with a casino, provide proof of age and Nevada residency, and after funding their account they can then place a wager 
remotely.  SBX is distributed by United Coin Machine Company, a partner in the project.

Competition

We are not aware of any other company in the U.S. or elsewhere that is engaged in the development of software 
designed to facilitate regulated online gaming or lotteries.  However, there are competitors that share markets with specific 
software modules included in our software suite. 

VirtCasino , as a stand-alone product, competes directly with turn-key Internet casino providers. 

PrimeLine  Sports Book and PrimeLine  Race Book, as stand-alone products, compete directly with the 
over-the-counter system offered by American Wagering and Scientific Games.

We expect further development of competition in our space as it becomes a sizable and lucrative sector.  We expect 
potential competition to develop from several areas, including casino operators internal development teams, Internet 
software providers, security technology providers and existing casino game manufacturers such as International Game 
Technology, Inc., Multimedia Games and Alliance Gaming.  

Marketing

Our customers are the U.S. and foreign operators of licensed casinos, sportsbooks and lotteries.  We market our 
products to these customers through our participation in industry conferences and tradeshows and through direct marketing 
efforts.  We believe that our products and services are well known by most operators of casinos and lotteries in the U.S. 
and to many casinos and lottery operators worldwide.

An important element of our business strategy is to promote changes in federal and state law that allow for greater 
application of our software products by the regulated casino, sportsbook and lottery industries.  To this end, we endeavor to 
educate state and federal legislators and state agencies that regulate the U.S. gaming and lottery industries of our ability to 
offer gaming, sportsbook and lottery products over a secure system that guarantees jurisdictional screening.  We also 
believe that gaming regulators are an important source of licensing opportunities and in the past gaming regulators have 
promoted our software solutions within their jurisdictions.  
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Research and Development

We spent approximately $468,000458,000 in research and development in 2002,2003, and $544,000 in 
2001,approximately $451,000 in 2002, all of which were expensed.  We intend to conduct continuing development and 
innovation of our products in accordance with changing consumer preferences, demographics, and the evolution of new 
technologies. Our development strategy is to leverage our proprietary technology and regulatory approvals to integrate 
third party developed solutions such as age verification, identification and security in order to provide full-integrated 
applications that are competitive and innovative in the regulated gaming industry. 

Intellectual Property

We regard our technology as propriety and attempt to protect it by relying on trademark, service mark, copyright 
and trade secret laws and restrictions on disclosure and transferring title and other methods.  We generally enter into 
confidentiality or license agreements with our employees and consultants, and generally control access to and distribution 
of our documentation and other proprietary information.  Despite these precautions, it may be possible for a third party to 
copy or otherwise obtain and use our proprietary information without authorization or to develop similar technology 
independently.  

In January 2003, we received a patent from the U.S. Patent and Trademark Office covering a process that verifies 
the geographic location of players in an online gaming environment.  We intend to pursue the registration of our 
trademarks in the United States and internationally, and have registered in the United States the trademark VirtGame.  
Effective trademark, service mark, copyright and trade secret protection may not be available in every country in which our 
services are distributed or made available through the Internet, and policing unauthorized use of our proprietary 
information will be difficult.

Gaming Regulation

General

The manufacture, sale and distribution of networked gaming software is subject to federal, state, tribal and local 
regulations in the United States and foreign jurisdictions. While the regulatory requirements vary from jurisdiction to 
jurisdiction, the majority of these jurisdictions require licenses, registrations, permits, findings of suitability, documentation 
of qualification including evidence of financial stability and/or other required approvals for companies who manufacture 
and distribute networked gaming software, as well as the individual suitability or licensing of officers, directors, major 
stockholders and key employees. Laws of the various gaming regulatory agencies generally serve to protect the public and 
ensure that gaming related activity is conducted honestly, competitively, and free of corruption.

Various gaming regulatory agencies have issued licenses allowing us to manufacture and/or distribute our 
systems. We and our key personnel have obtained or applied for all government licenses, permits, registrations, findings of 
suitability and approvals necessary allowing for the manufacture, sale and distribution of our gaming software applications 
in the jurisdictions where we do business. We have never been denied a gaming related license, nor have our licenses been 
suspended or revoked.

Nevada Regulation

The manufacture, sale and distribution of gaming application software in Nevada or for use outside Nevada is 
subject to the Nevada Gaming Control Act and the regulations of the Nevada Gaming Commission (Commission), the 
Nevada State Gaming Control Board (GCB), and the local laws, regulations and ordinances of various county and 
municipal regulatory authorities (collectively referred to as the Nevada gaming authorities). These laws, regulations and 
ordinances primarily concern the responsibility, financial stability and character of gaming device and/or gaming software 
manufacturers, distributors and operators, as well as persons financially interested or involved in gaming operations.  The 
laws, regulations and supervisory procedures of the Nevada gaming authorities seek to (i) prevent unsavory or unsuitable 
persons from having a direct or indirect involvement with gaming at any time or in any capacity, (ii) establish and maintain 
responsible accounting practices and procedures, (iii) maintain effective control over the financial practices of licensees, 
including establishing minimum procedures for internal fiscal affairs and the safeguarding of assets and revenues, 
providing reliable record keeping and requiring the filing of periodic reports with the Nevada gaming authorities, (iv) 
prevent cheating and fraudulent practices, and (v) provide a source of state and local revenues through taxation and 
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partnership, limited liability company or trust, it must submit detailed business and financial information including a list of 
beneficial owners. The applicant is required to pay all costs of the GCB investigation. 

Any person who fails or refuses to apply for a finding of suitability or a license within 30 days after being ordered 
to do so by the Commission or the chairman of the GCB may be found unsuitable. The same restrictions apply to a record 
owner who fails to identify the beneficial owner, if requested to do so. Any stockholder found unsuitable and who holds, 
directly or indirectly, any beneficial ownership of our voting securities beyond that period of time as may be prescribed by 
the Commission may be guilty of a criminal offense. We are subject to disciplinary action, and possible loss of our 
approvals, if, after we receive notice that a person is unsuitable to be a stockholder or to have any other relationship with us 
or any of our licensed gaming subsidiaries, we (i) pay that person any dividend or interest upon our voting securities, (ii) 
allow that person to exercise, directly or indirectly, any voting right conferred through securities held by that person, (iii) 
give remuneration in any form to that person, for services rendered or otherwise, or (iv) fail to pursue all lawful efforts to 
require the unsuitable person to relinquish his voting securities for cash at fair market value. Additionally, the Clark 
County authorities have taken the position that they have the authority to approve all persons owning or controlling the 
stock of any corporation controlling a gaming licensee.

The Commission may, in its discretion, require the holder of any of our debt securities to file an application, be 
investigated and be found suitable to own any of our debt securities. If the Commission determines that a person is 
unsuitable to own any of these securities, then pursuant to the Nevada gaming laws, we can be sanctioned, including the 
loss of our approvals, if without prior Commission approval, we: (i) pay to the unsuitable person any dividend, interest, or 
any distribution whatsoever; (ii) recognize any voting right by the unsuitable person in connection with these securities; 
(iii) pay the unsuitable person remuneration in any form; or (iv) make any payment to the unsuitable person by way of 
principal, redemption, conversion, exchange, liquidation, or similar transaction. 

We are required to maintain a current stock ledger in Nevada that may be examined by the Nevada gaming 
authorities at any time. If any of our securities are held in trust by an agent or by a nominee, the record holder may be 
required to disclose the identity of the beneficial owner to the Nevada gaming authorities. A failure to make this disclosure 
may be grounds for finding the record holder unsuitable. We are also required to render maximum assistance in 
determining the identity of the beneficial owner. The Commission has the power at any time to require our stock 
certificates to bear a legend indicating that the securities are subject to the Nevada gaming laws and the regulations of the 
Commission. To date, the Commission has not imposed this requirement on us.

We may not make a public offering of our securities without the prior approval of the Commission if the securities 
or their proceeds are intended to be used to construct, acquire or finance gaming facilities in Nevada, or retire or extend 
obligations incurred for such purposes. Such approval, if given, does not constitute a finding, recommendation, or approval 
by the Commission or the GCB as to the accuracy or adequacy of the prospectus or the investment merits of the securities. 
Any representation to the contrary is unlawful. . 

Changes in control of VirtGame through merger, consolidation, acquisition of assets or stock, management or 
consulting agreements or any act or conduct by a person whereby he obtains control, may not occur without the prior 
investigation of the GCB and approval of the Commission. Entities seeking to acquire control of us must satisfy the GCB 
and the Commission in a variety of stringent standards prior to assuming control. The Commission may also require 
controlling stockholders, officers, directors and other persons having a material relationship or involvement with the entity 
proposing to acquire control, to be investigated and licensed as part of the approval process relating to the transaction. 

The Nevada legislature has declared that some corporate acquisitions opposed by management, repurchases of 
voting securities and other corporate defense tactics that affect Nevada gaming licensees, and publicly-traded corporations 
that are affiliated with those operations, may be injurious to stable and productive corporate gaming. The Commission has 
established a regulatory scheme to ameliorate the potentially adverse effects of these business practices upon Nevada s 
gaming industry and to further Nevada s policy to (i) assure the financial stability of corporate gaming operators and their 
affiliates; (ii) preserve the beneficial aspects of conducting business in the corporate form; and (iii) promote a neutral 
environment for the orderly governance of corporate affairs. Approvals are, in certain circumstances, required from the 
Commission before we can make exceptional repurchases of voting securities above their current market price and before a 
corporate acquisition opposed by management can be consummated. Nevada s gaming laws and regulations also require 
prior approval by the Commission if we were to adopt a plan of recapitalization proposed by our board of directors in 
opposition to a tender offer made directly to our stockholders for the purpose of acquiring control of us. 

License fees and taxes, computed in various ways depending on the type of gaming or activity involved, are 
payable to the State of Nevada and to the cities and counties where we conduct operations. Depending on the particular fee 
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or tax involved, these fees and taxes are payable either monthly, quarterly or annually. Annual fees are payable to the State 
of Nevada to renew our Nevada gaming licenses. 

Any person who is licensed, required to be licensed, registered, required to be registered, or is under common 
control with such persons (collectively referred to as licensees), and who proposes to participate in the conduct of gaming 
operations outside of Nevada is required to deposit with the GCB, and thereafter maintain, a revolving fund in the amount 
of $10,000 to pay the expenses of investigation by the GCB of the licensee s participation in foreign gaming. This 
revolving fund is subject to increase or decrease at the discretion of the Commission. As a licensee, we are required to 
comply with certain reporting requirements imposed by the Nevada gaming laws. We are also subject to disciplinary action 
by the Commission if we knowingly violate any laws of the foreign jurisdiction pertaining to our foreign gaming operation, 
fail to conduct our foreign gaming operations in accordance with the standards of honesty and integrity required of Nevada 
gaming operations engage in any activity or enter into any association that is unsuitable because it poses an unreasonable 
threat to the control of gaming in Nevada, reflects or tends to reflect discredit or disrepute upon the State of Nevada or 
gaming in Nevada, or is contrary to the gaming policies of Nevada, engage in any activity or enter into any association that 
interferes with the ability of the State of Nevada to collect gaming taxes and fees, or employ, contract with or associate 
with any person in the foreign gaming operation who has been denied a license or a finding of suitability in Nevada on the 
ground of personal unsuitability, or who has been found guilty of cheating at gambling.

Employees

As of the date of this prospectusreport, we employed eleven full-time employees, and two full-time consultants, 
four of whom are involved in administration and eightnine are involved in software development and engineering. 

Facilities

Our executive offices are located in San Diego, California and consist of approximately 3,300 square feet of leased 
premises.  The lease for these premises expires in February 2005 and provides for monthly rent of approximately 
$2,970.3,135.  Our office in Las Vegas is on a month-to-month basis with monthly rent of $1,350.  We believe that our 
existing facilities in San Diego satisfy our present and foreseeable needs but our Las Vegas office may need to be expanded 
as we increase our customer and product base in Nevada. 

Litigation

There are no pending legal proceedings to which we or our properties are subject.
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MANAGEMENT

Set forth below are our directors and officers:

Name Age Position

Bruce Merati 46
Chief Executive Officer, Chief Financial Officer, 
Secretary and Director

Glenn E. Wichinsky 5051 President, General Counsel and Director

General Paul A. Harvey 66 Director

Mr. Merati was appointed as our Chief Executive Officer in August 2003, and he also continues to serve as our 
Chief Financial Officer, a position he has held since July 27, 1998.  Mr. Merati served as our President from September 
2002 through August 2003.  Mr. Merati has also served on our board of directors since June 2002.  From July 1997 to July 
1998, Mr. Merati served as the controller of The Weekend Exercise Company, Inc., a designer and marketer of women's 
and girls' athletic apparel and casual sportswear located in San Diego, California.  Mr. Merati is a Certified Public 
Accountant and a Chartered Accountant in England and Wales and spent seven years as an auditor with the London office 
of PricewaterhouseCoopers.

Mr. Wichinsky has served as our President and General Counsel since September 1, 2003.  He has served on our 
board of directors since July 2003.  Mr. Wichinsky has been actively engaged in the Nevada gaming industry since 1979.  
He has been granted gaming licenses for his management and equity participation in Westronics, Inc., a licensed 
manufacturer, distributor and operator of gaming equipment in the State of Nevada; as a nonrestricted licensee as a general 
partner of the Mardi Gras Casino in Las Vegas; and, most recently licensed, as a co-owner and operator of the Regency 
Casino located in Laughlin, Nevada.  Mr. Wichinsky attended the University of the Pacific, McGeorge School of Law in 
Sacramento, California, earning a Juris Doctor degree in 1982.  Mr. Wichinsky is a member of the Nevada and Florida 
bars.  

General Harvey was appointed as a director of VirtGame in November 2003.  General Harvey was Executive 
Director of the Mississippi Gaming Commission from 1993 through 1998. He is currently a consultant to the gaming, hotel 
and resort industry and is on the board of directors of the National Center for Responsible Gaming and serves as an outside 
director on the board of directors of Riviera Hotel and Casino.  He spent 32 years on active duty in the United States Air 
Force where he held numerous command positions throughout the United States, Europe, Africa and the Middle East.

As a condition of our manufacturers and distributors license from the Nevada Gaming Commission, each of our 
directors, executive officers and controlling stockholders must be licensed by the Nevada Gaming Commission.  The 
individual licensing process is lengthy and expensive.  Mr. Merati and Daniel

 

Najor,

 

who

 

at

 

the

 

time

 

was

 

our

 

largest

 

shareholder,

 

have

 

applied

 

for

 

andMr.

 

Wichinsky

 

have

 

received individual licenses from the Nevada Gaming Commission.

 

and

 

General

 

Harvey

 

has

 

an

 

application

 

on

 

file

 

with

 

the

 

Commission.

   

The Nevada Gaming Commission will allow us to 
appoint executive officers and directors in advance of their approval provided that such person immediately commences 
the licensing approval process.  Since

 

Mr.

 

Wichinsky

 

is

 

the

 

holder

 

of

 

separate

 

gaming

 

licenses

 

from

 

the

 

Nevada

 

Gaming

 

Commission

 

in

 

connection

 

with

 

other

 

gaming

 

activities,

 

we

 

do

 

not

 

foresee

 

any

 

significant

 

issues,

 

time

 

or

 

expense

 

involved

 

in

 

obtaining

 

the

 

Nevada

 

Gaming

 

Commission s

 

approval

 

of

 

his

 

appointment

 

to

 

our

 

board

 

of

 

directors.

  

We are actively 
pursuing additional officers and directors who are already licensed by the Nevada Gaming Commission.  

In addition to the requirements of the Nevada Gaming Commission, the Ontario Gaming Commission requires us 
to obtain their prior approval of the appointment of any persons as an executive officer, director or controlling shareholder.  
Mr. Merati and Mr. Najor havehas been approved by the Ontario Gaming Commission.  Mr. Wichinsky has agreed to serve

 

on

 

our

 

board

 

of

 

directors

 

subject

 

toserves

 

as

 

an

 

executive

 

officer

 

and

 

on

 

our

 

Board

 

of

 

Directors.

  

Mr.

 

Wichinsky

 

has

 

also

 

been approved by the Ontario Gaming Commission s approval of his appointment.  
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Executive Compensation

The following table sets forth the cash

 
compensation paid by us to our chief executive officer and to all 

other executive officers for services rendered during the fiscal years ended December 31, 2002,

 
2001

 
and

 
2000.

  
In

 
reviewing the table, please keep in mind that:2003, 2002 and 2001.  

Mr. Walker became our president and chief executive officer in June 2001, started receiving a salary in 
August 2001 and resigned in September 2002; and

Prior to June 2001, our president and chief executive officer was Joseph Paravia. 

Annual Compensation Long- Term Compensation

Name and Position Year
YearSalar

y Salary Bonus Other

Restricted 
Stock 

Awards ($)

Common 
Shares 

Underlying 
Options

All Other 
Compen-

sation

Bruce Merati,
PresidentCEO, CFO 
and COOSecretary

2003
2002
2001

2002$156,6
44

2001
  108,333
   81,250

2000

$108,333
$81,250

$100,000
$14,250

$35,728
  34,471

$32,400

  700,000
  600,000
1,000,000
625,000

Scott Walker,
Former President and 
CEO

2002
2001
2000

$93,750 
$31,250

400,000
600,000

Joseph

 

Paravia,

 

Glenn Wichinsky
Former President 
and
General

 

CEOCounsel

2003
2002
2001

2002   
32,769
2001

2000

-
$93,750

$137,500

 

      500    150,000

Employment Agreements

Bruce Merati.  In October 2003, we entered into a two-year employment agreement with our chief executive 
officer and chief financial officer, Bruce Merati.  The agreement provides for a base annual salary of $200,000, of which 
$35,000 is deferred until we have two consecutive cash flow positive quarters.  The agreement also provides for bonuses of 
five percent of net profit generated by new products for which we receive regulatory approval, up to a maximum of 
$250,000 per year, plus a car allowance of $500 per month.  The employment agreement also provides for our grant of an 
option to purchase 700,000 common shares, at an exercise price of $0.62 per share, exercisable for 5 years, becoming fully 
exercisable on July 1, 2005.  The agreement expires on July 1, 2005, but will be automatically renewed for an additional 
two year term unless either party elects not to renew at least 90 days prior to the expiration date.  

Glenn Wichinsky.  In September 2003, we entered into a one-year employment agreement with Glenn Wichinsky 
to serve as our President and General Counsel.  The agreement provides for annual salary of $120,000, plus a bonus of 
$20,000 if certain milestones are achieved.  Pursuant to the agreement, we granted Mr. Wichinsky an option to purchase 
100,000 shares of our common stock at an exercise price of $0.66 per share.  The option becomes fully vested in 
September 2004 and has a term of five years.  Upon his appointment to our board of directors in June 2003, Mr. Wichinsky 
was also granted an option to purchase 50,000 shares of our common stock at an exercise price of $0.50.  The option 
becomes fully vested in June 2004 and has a term of five years.  We also pay Mr. Wichinsky a car allowance of $500 per 
monthly.

Scott Walker.  In January 2002, we entered into a two-year employment agreement with our then president and 
chief executive officer, Scott Walker.  The agreement provided for a base salary of $150,000.  Pursuant to the agreement, 
we granted Mr. Walker options to purchase 400,000 common shares, of which, 200,000 shares are exercisable at $0.50 per 
share, and 200,000 shares are exercisable at $1.00 per share, which is $0.50 lower than the $1.50 exercise price stated in 
the employment agreement because of a subsequent agreement with Mr. Walker.  The agreement also provided for certain 
performance-based bonuses.  The agreement terminated by mutual agreement of the parties effective in September 2002.  
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Pursuant to a separation agreement finalized with Mr. Walker in August 2003, we paid Mr. Walker a lump-sum of $50,000 
and issued to him 500,000 shares of our common stock in exchange for the cancellation of his additional option to purchase 
600,000 shares at an exercise price of $0.25 per share.  We also agreed to pay Mr. Walker s health insurance costs through 
January 2004.

Option Grants in Last Fiscal Year

Individual Grants

Name

Number of Securities 
Underlying 

Options/SARs Granted 
(#)

% of Total 
Options/SARs Granted 
to Employees in Fiscal 

Year

Exercise or 
Base Price 

($/Sh)
Expiration 

Date

Scott Walker 400,000 40.0% $0.50 $1.00 01/10/07

Bruce Merati 600,000700,000 60.074% $0.250.62 1210/3101/070
8

Glenn E. Wichinsky   50,000

100,000

  5%

11%

$0.50

$0.66

07/14/08

09/01/08

Aggregated Option Exercises in Last Fiscal Year and Fiscal Year-End Option Values

Name
Shares Acquired 

on Exercise Value Received

Number of Securities 
Underlying 

Unexercised Options 
at Fiscal Year-End 

Exercisable/
Unexercisable

Value of 
Unexercised in-

the-Money 
Options at Fiscal 

Year-End 
Exercisable/

Unexercisable (1)

Scott Walker 1,000,000/0 $120,000/$0

Bruce Merati 0 0 2,215,000/0700,000 $443,000886,000/
$021,000

Glenn E. Wichinsky 0 0 0/150,000 $0/$7,500

(1) Calculated based upon a last reported sale price of $0.450.65 per share on December 31, 2002.2003.

 

Compensation of Directors.  All of our directors receive reimbursement for out-of-pocket expenses for attending 
board of directors meetings.  We intend to appoint additional members to the board of directors, including outside or non-
officer members to the board.  Any future outside directors may receive an attendance fee for each meeting of the board of 
directors. From time to time we may also engage certain future outside members of the board of directors to perform 
services on our behalf and we will compensate such persons for the services which they perform.

Limitation of Liability of Directors and Indemnification of Directors and Officers

The Delaware General Corporation Law provides that corporations may include a provision in their certificate of 
incorporation relieving directors of monetary liability for breach of their fiduciary duty as directors, provided that such 
provision shall not eliminate or limit the liability of a director (i) for any breach of the director's duty of loyalty to the 
corporation or its stockholders, (ii) for acts or omissions not in good faith or which involve intentional misconduct or a 
knowing violation of law, (iii) for unlawful payment of a dividend or unlawful stock purchase or redemption, or (iv) for 
any transaction from which the director derived an improper personal benefit.  Our certificate of incorporation provides 
that directors are not liable to us or our stockholders for monetary damages for breach of their fiduciary duty as directors to 
the fullest extent permitted by Delaware law. In addition to the foregoing, our bylaws provide that we may indemnify 
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directors, officers, employees or agents to the fullest extent permitted by law and we have agreed to provide such 
indemnification to each of our directors.

The above provisions in our certificate of incorporation and bylaws and in the written indemnity agreements may 
have the effect of reducing the likelihood of derivative litigation against directors and may discourage or deter stockholders 
or management from bringing a lawsuit against directors for breach of their fiduciary duty, even though such an action, if 
successful, might otherwise have benefited us and our stockholders. However, we believe that the foregoing provisions are 
necessary to attract and retain qualified persons as directors.

Insofar as indemnification for liabilities arising under the 1933 Act may be permitted to our directors, officers and 
controlling persons pursuant to the foregoing provisions, or otherwise, we have been advised that in the opinion of the 
Securities and Exchange Commission, such indemnification is against public policy as expressed in the 1933 Act and is, 
therefore, unenforceable.
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PRINCIPAL STOCKHOLDERS

The following table sets forth certain information regarding the beneficial ownership of our common stock as of 
the date of this prospectus by:

each person who is known by us to be the beneficial owner of more than five percent (5%) of our issued 
and outstanding shares of common stock; 

each of our directors, executive officers and nominees to become directors; and

all directors and executive officers as a group.

Name and Address Number of Shares Percentage Owned
Bruce Merati
6969 Corte Santa Fe, Suite A
San Diego, CA  92121

2,556,426 5.995.97%

Glenn Wichinsky
6969 Corte Santa Fe, Suite A
San Diego, CA  92121

General Paul A. Harvey
6969 Corte Santa Fe, Suite A
San Diego, CA  92121

100,000 *

ICM Asset Management, Inc.
601 West Main Avenue, Suite 600
Spokane, WA 99201

2,875,000 6.966.70%

Veritas-Scalable Investment Products Fund LLC
500 W. Putnam Avenue
Greenwich, CT 06830

5,368,598 12.879.99%

Lighthouse Financial Group, LLC
420 Lexington Avenue, Suite 360
New York, NY 10170

2,309,217 5.415.39%

Deutsche Bank AG
31 W. 52nd St., 16th Floor
New York, NY 10019

3,023,684 7.287.26%

Directors and executive officers as a group 2,556,426 5.995.97%

In reviewing the above table, please keep in mind:

2,215,000 of the 2,556,426 common shares beneficially owned by Mr. Merati represent common shares 
underlying presently exercisable options.

The 100,000 shares beneficially owned by Mr. Harvey represent common shares underlying presently exercisable 
options.

The percentage amounts for each reported party assume total outstanding common shares of 
40,460,461.40,625,937.  This is based on 30,130,04432,196,848 common shares issued and outstanding as of the 
date of this prospectus, plus 7,894,7065,993,378 shares of common stock issuable upon conversion of our 
outstanding Series A preferred stock and 2,435,711 shares of common stock issuable upon conversion of our 
outstanding Series B preferred stock.  The percentage amounts also give effect to the issuance of common shares 
underlying presently exercisable options and warrants held by the reported party.  

The amounts shown for ICM Asset Management, Inc. include 2,156,250 shares beneficially owned by Koyah 
Leverage Partners, L.P., 546,250 shares beneficially owned by Koyah Partners, L.P. and 172,500 shares 
beneficially owned by Raven Partners, L.P.  See the Selling Stockholders table and preceding text on page 7.  
ICM Asset Management, Inc., Koyah Leverage Partners, L.P., Koyah Partners, L.P., Raven Partners, L.P. and the 
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other persons or entities listed in the footnotes to the Selling Stockholders table disclaim beneficial ownership in 
these securities except to the extent of the such entity s or person s pecuniary interest in these securities and 
disclaim membership in a group with any other entity or person within the meaning of Rule 13d-5(b)(1) under the 
Securities Exchange Act of 1934, as amended.

Veritas-Scalable Investment Products Fund LLC is contractually restricted from beneficially owning more than 
9.99% of the outstanding shares of our common stock.  As a result, Veritas-Scalable Investment Products Fund 
LLC may not convert shares of our preferred stock into common stock or exercise warrants to purchase our 
common stock to the extent that, after giving effect such conversion or exercise, its ownership of our common 
stock would exceed this 9.99% limitation.  In the absence of this contractual limitation, Veritas-Scalable 
Investment Products Fund LLC would beneficially own approximately 12.82% of our common stock, including 
common shares underlying preferred shares and warrants held by such shareholder.  

The amounts shown for Lighthouse Financial Group, LLC include 657,790 shares beneficially owned by Jeffrey J. 
Morfit, 230,838 shares beneficially owned by Robert J. Bradley and 241,650 shares beneficially owned by Joseph 
D. Diaco.  See the Selling Stockholders table and preceding text on page 7.
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DESCRIPTION OF SECURITIES

Common Stock

We are authorized to issue 100,000,000 shares of common stock, of which, as of the date of this prospectus, 
30,130,04432,196,848 shares were issued and outstanding and held by 174161 record holders representing approximately 
944950 beneficial owners.  As of the date of this prospectus, there are no outstanding options, warrants or other securities 
which upon exercise or conversion entitle their holder to acquire shares of common stock, except as set forth below.

Holders of shares of common stock are entitled to one vote per share on all matters to be voted upon by the 
stockholders generally. The approval of proposals submitted to stockholders at a meeting other than for the election of 
directors requires the favorable vote of a majority of the shares voting, except in the case of certain fundamental matters 
(such as certain amendments to the certificate of incorporation, and certain mergers and reorganizations), in which cases 
Delaware law and our bylaws require the favorable vote of at least a majority of all outstanding shares. Stockholders are 
entitled to receive such dividends as may be declared from time to time by the board of directors out of funds legally 
available therefor, and in the event of liquidation, dissolution or winding up, to share ratably in all assets remaining after 
payment of liabilities. The holders of shares of common stock have no preemptive, conversion, subscription or cumulative 
voting rights.

Preferred Stock

We are authorized to issue 10,000,000 shares of preferred stock, $.00001 par value, of which 3,300 shares have 
been designated as Series A Preferred Stock and 10,000 shares have been designated as Series B Preferred Stock.  Our 
board of directors is authorized to issue from time to time, without shareholder authorization, in one or more designated 
series or classes, any or all of the authorized but unissued shares of Preferred Stock with such dividend, redemption, 
conversion and exchange provisions as may be provided in the particular series.  Any series of preferred stock may possess 
voting, dividend, liquidation and redemption rights superior to that of the common stock.  The rights of the holders of 
common stock will be subject to and may be adversely affected by the rights of the holders of any preferred stock that may 
be issued in the future.  Issuance of a new series of preferred stock, while providing desirable flexibility in connection with 
possible acquisition and other corporate purposes, could make it more difficult for a third party to acquire, or discourage a 
third party from acquiring, a majority of the outstanding voting stock of the Company.

Series A Preferred Stock

In March 2003, our board of directors authorized an initial series of preferred stock known as Series A Preferred 
Stock.  Between May and July 2003, we conducted a private placement of units consisting of our Series A preferred stock 
and common stock purchase warrants.  As of the date of this prospectus, 3,000 shares of Series A preferred stock are issued 
and outstanding.  The Series A preferred stock shall, with respect to dividends and rights on liquidation, dissolution or 
winding up, rank senior to all our other equity securities other than our Series B preferred stock, including our common 
shares and any other series or class of our preferred or common stock, now or hereafter authorized; provided, however, the 
Series A Preferred Stock does not have a preferred dividend over the common shares and, instead, shall participate in any 
dividends pari passu with the common shares.  The Series A preferred stock has a liquidation preference of $1,000 per 
share.  In the event of any liquidation, dissolution or winding up of the corporation, before any distribution or payment to 
holders of our other equity securities, including our common shares, each share of Series A preferred stock and Series B 
preferred stock shall be entitled to be paid, on a pari passu basis, a liquidation preference of $1,000, plus any accrued and 
unpaid dividends.  After payment or setting apart of payment of the Series A and Series B preferred stock preferences, the 
holders of our common shares shall be entitled to receive our remaining assets.  

Each share of Series A preferred stock is convertible into shares of our common stock at a conversion price equal 
to $0.38 per share.  The conversion price will be subject to certain anti-dilution rights, including a downward adjustment in 
the conversion price in the event of our sale of any common shares over the 24 month period following the termination at 
an offering at a price less than $0.33 per share, as such amount may be adjusted in the event of any splits, combinations, 
stock dividends or recapitalizations of our common shares.  Currently, the 3,0002,277.5 shares Series A preferred stock 
outstanding are convertible into a total of 7,894,7065,993,378 shares of common stock. 

The Series A preferred stock will vote with the common shares.  The holder of each share of Series A preferred 
stock shall be entitled to the number of votes equal to the number of common shares into which each share of Series A 
preferred stock could be converted on the record date for the vote or written consent of stockholders and shall have voting 
rights and powers equal to the voting rights and powers of the Common Stock.  In addition, as long as 25% or more of the 
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LEGAL MATTERS

Certain legal matters with respect to the shares of common stock offered hereby will be passed upon for us by 
Preston Gates Ellis, LLP, Irvine, California.

EXPERTS

PKF, Certified Public Accountants, a Professional Corporation, San Diego, California, have audited, as set forth in 
their report appearing elsewhere in this prospectus, our financial statements as of December 31, 20022003 and 2001.2002.  
We have included our financial statements in the prospectus in reliance on PKF s report, given on their authority as experts 
in accounting and auditing.

AVAILABLE INFORMATION

We are subject to the informational requirements of the Securities Exchange Act of 1934 and, in accordance 
therewith, file reports, proxy statements and other information with the SEC.  Our reports, proxy statements and other 
information filed pursuant to the Securities Exchange Act of 1934 may be inspected and copied at the public reference 
facilities maintained by the SEC at Judiciary Plaza, 450 Fifth Street, N.W., Washington, D.C. 20549.  Copies of such 
material can also be obtained from the Public Reference Section of the SEC at Judiciary Plaza, 450 Fifth Street, N.W., 
Washington, D.C. 20549, at prescribed rates.  In addition, the SEC maintains a Web site that contains reports, proxy and 
information statements and other information regarding registrants that file electronically with the SEC.  The address of the 
SEC s Web site is http://www.sec.gov.

We have filed with the SEC a registration statement on Form SB-2 under the Securities Act of 1933 with respect to 
the common stock offered hereby.  As permitted by the rules and regulations of the SEC, this prospectus, which is part of 
the registration statement, omits certain information, exhibits, schedules and undertakings set forth in the registration 
statement.  Copies of the registration statement and the exhibits are on file with the SEC and may be obtained from the 
SEC s Web site or upon payment of the fee prescribed by the SEC, or may be examined, without charge, at the offices of 
the SEC set forth above.  For further information, reference is made to the registration statement and its exhibits.

http://www.sec.gov
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       INDEPENDENT AUDITORS REPORT

To the Board of Directors and Shareholders
VirtGame Corp.
San Diego, California 

We have audited the consolidated balance sheets of VirtGame Corp. (formerly Virtgame.com Corp.) and Subsidiary (the 
Company ) as of December 31, 2003 and 2002 and 2001 and the related consolidated statements of operations, 

shareholders  (deficit) equity and cash flows for the years then ended.  These financial statements are the responsibility of 
the Company s management.  Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America. Those 
standards require that we plan and perform the audits to obtain reasonable assurance about whether the financial statements 
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and 
disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant 
estimates made by management, as well as evaluating the overall financial statement presentation.  We believe that our 
audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the 
consolidated financial position of VirtGame Corp. and Subsidiary as of December 31, 20022003 and 2001,2002, and the 
consolidated results of their operations and their cash flows for the years then ended, in conformity with accounting 
principles generally accepted in the United States of America. 

The accompanying consolidated financial statements have been prepared assuming that the Company will continue as a 
going concern.  As discussed in Note 11 to the financial statements, the Company has suffered recurring losses from 
operations since inception, has limited operating revenue and limited capital resources.  These conditions raise substantial 
doubt about the Company s ability to continue as a going concern.  Management s plans in regard to these matters are also 
described in Note 11.  The financial statements do not include any adjustments that might result from the outcome of this 
uncertainty.

San Diego, California PKF
March 9, 2003  (except for Note 12,February 27, 2004 

 

Certified Public Accountants
       as to which the date is March 31, 2003)

A Professional Corporation



F- 3 

VIRTGAME CORP.
AND SUBSIDIARY

CONSOLIDATED BALANCE SHEETS
December 31, 2002 and 2001

ASSETS

2002       2001       

Current assets:
Cash                   $ 60,343 $ 12,045
Accounts receivable, net of allowances 
  of $131,150 and $94,750 for 2002 and 2001 107,992 68,350
Prepaid expenses and other current assets 7,309 6,152
Subscription receivable 125,000 - 
Receivable from exercise of options (Note 8) - 250,000

Total current assets 300,644 336,547

Noncurrent assets:
Deposits 9,799 4,284
Property and equipment, net (Note 2) 35,028 75,459
Capitalized software, net (Note 3) 656,641 932,583

Total noncurrent assets 701,468 1,012,326
VIRTGAME CORP.

AND SUBSIDIARY

CONSOLIDATED BALANCE SHEETS

DECEMBER 31, 2003 and 2002

  

ASSETS

 

2003 2002

Current assets:

Cash and cash equivalents $  2,629,219 

 

$ 
            60,343 

Accounts receivable 161,808           107,992 

Prepaid expenses and other current assets 47,227               7,309 

Subscription receivable

 

  - 

 

          125,000 

Total current assets

 

2,838,254 

 

          300,644 

Noncurrent assets:

Deposits 6,379               9,799 

Property and equipment, net 57,650             35,028 

Capitalized software, net

 

923,326 

 

          656,641 

Total noncurrent assets

 

987,355 

 

          701,468 

The accompanying notes are an integral part of the consolidated financial statements.
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Total assets $ 3,825,609 

 
$ 

       1,002,112 

The accompanying notes are an integral part of the consolidated financial statements.



F- 5 

VIRTGAME CORP.

AND SUBSIDIARY

CONSOLIDATED BALANCE SHEETS

DECEMBER 31, 2003 and 2002

LIABILITIES AND SHAREHOLDERS' EQUITY

2003 2002

 Current liabilities: 

 Accounts payable  $         168,468 $         245,466 

 Accrued expenses         172,723         410,966 

 Current portion of capital lease obligation                   -               2,653 

 Notes payable 

 

                  -   

 

        261,090 

 Total current liabilities 

 

        341,191

 

     920,175 

 Shareholders' equity: 

 Preferred stock, $.0001 par value, 10,000,000 

 shares authorized,    

 Series A , 3,000 shares issued and outstanding; 1 - 

 Series B , 1,705 shares issuable                    - - 

 Common stock, $.00001 par value; 100,000,000 

 shares authorized; 30,130,044 and 26,427,828 

 shares issued and outstanding in 2003 and 2002, 

 respectively; 1,087,055 and 1,887,165 issuable 

 in 2003 and 2002, respectively                312                283 

 Additional paid-in capital    26,841,283    19,901,674 

 Receivable from exercise of options         (66,000)         (66,500)

 Accumulated deficit 

 

 (23,291,178)

 

 (19,753,520)

 

Total shareholders equity 

 

     3,484,418

 

        81,937

 

Total liabilities and shareholders equity  $      3,825,609  $      1,002,112 

 

The accompanying notes are an integral part of the consolidated financial statements.
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VIRTGAME CORP. 

AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF OPERATIONS

For the years ended December 31, 2003 and 2002

2003 2002

Revenue $ 601,100 $       314,856 

Operating expenses:

Salaries and payroll expenses       325,149    536,751 

Research and development 458,014 451,270

Variable award stock-based compensation       123,000       123,000

Other operating expenses

 

   1,079,022 

 

   1,985,448

Total expenses from operations 

 

   1,985,185 

 

   3,096,469

Loss from operations before financial

expense and income taxes  (1,384,085)  (2,781,613)

Financial income (expense):

Interest income           6,079              516 

Other income       162,718       130,150 

Interest expense

 

      (14,812)

 

      (52,683)

Net financial expense

 

     153,985 

 

        77,983

Loss from operations before income taxes  (1,230,100)  (2,703,630)

Income tax expense

 

        (3,343)

 

        (3,556)

Net loss $ (1,233,443) $ (2,707,186)

Basic and diluted net loss per share $ (0.04) $  (0.11)

Shares used to compute basic and diluted net loss per share 29,852,088    24,091,248

The accompanying notes are an integral part of the consolidated financial statements.
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VIRTGAME CORP.
AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY

For the years ended December 31, 2003 and 2002

 
Additional Receivable

Common Stock Paid-In from Exercise Accumulated
Shares

 
Amount

 
Capital

 
of Options

 
Deficit

 
Total

Balance forwarded
December 31, 2001   20,026,116  $       200  $ 17,610,788  $        (95,500)  $   (17,046,334)  $       469,154 

Issuance of common stock for

 

cash, net of issuance costs:
January 2002 through March
2002     3,274,000         33     838,466                  -                     -         838,499 

Fair value of stock options issued to
employees                  -            -       106,850                  -                     -         106,850 

Issuance of common stock for 
cash, net of issuance costs:
October 2002 through December
2002     2,284,286         25     569,975                  -                     -         570,000 

Issuance of common stock, cash
received during January 2003        250,000           1     124,999                  -                     -         125,000 

Issuance of common stock to 
and exercise of options by
consultants for services rendered
net of issuance costs     2,052,191         20     413,100        (37,500)                   -         375,620 

Issuance of common stock for 
conversion of notes payable

       313,000           3       85,647                  -                     -           85,650 

Issuance of common stock to
satisfy accounts payable for
services rendered        115,400           1       28,849                  -                     -           28,850 

Payment of receivable for stock
issued for services rendered                  -            -                  -            66,500                   -           66,500 

Net loss for the year ended

 

December 31, 2002                  -            -                  -                    -       (2,707,186)   (2,707,186)

Balance, December 31, 2002, as 
previously presented

  28,314,993 

 

      283 

 

19,778,674 

 

       (66,500)     (19,753,520)         (41,063)

Adjustment for stock options                  -          -     123,000                 -                    -        123,000
Balance, December 31, 2002, restated   28,314,993 $       283 $ 19,901,674 $        (66,500) $   (19,753,520) $         81,937

The accompanying notes are an integral part of the consolidated financial statements.
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VIRTGAME CORP.

AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY (continued)

For the years ended December 31, 2003 and 2002

Series A

 
Additional Receivable

Preferred Stock Common Stock Paid-In from Exercise Accumulated
Shares

 
Amount Shares

 
Amount

 
Capital

 
of Options

 
Deficit Total

Balance forwarded

December 31, 2002, restated - $ -   28,314,993   $        283  $   19,901,674 $      (66,500) $ (19,753,520) $    81,937 

Exercise of options by consultants

for services rendered net of 

issuance costs - -     1,060,000        11        273,989           -            -      274,000 

Issuance of common stock to 

consultants for services rendered

net of issuance costs - -     1,026,316        10        309,612             500          -      310,122 

Issuance of common stock, cash

received during April 2003 - -        657,895          6        249,994           -            -       250,000 

Issuance of common stock, cash

received during December 2002 - -        157,895          2        -           -            -              2 

Issuance of preferred stock, cash

received during July 2003

net of issuance costs   3,000 1            -               -        2,304,214           -            -    2,304,215 

Proceeds from series B preferred stock

issuable, cash received during

December 2003, net of issuance costs - -            -                -        1,374,585           -            -     1,374,585 

Beneficial conversion feature of 
preferred offering - -     2,304,215  (2,304,215)         -             

Adjustment for  

stock options - -             -               -        123,000           -         -    123,000 

Net loss for the year ended

 

December 31, 2003 -

 

-             -               -           -             -     (1,233,443) (1,233,443)

Balance, December 31, 2003  3,000 $ 1   31,217,099 
  
$       312   $   26,841,283 

  
$      (66,000) $(23,291,178) $ 3,484,418 

Total assets $ 1,002,112 $ 1,348,873

The accompanying notes are an integral part of the consolidated financial statements.
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VIRTGAME CORP.
AND SUBSIDIARY

CONSOLIDATED BALANCE SHEETS
December 31, 2002 and 2001

LIABILITIES AND SHAREHOLDERS' (DEFICIT) EQUITY

2002      2001       
VIRTGAME CORP. 
AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CASH FLOWS
For the years ended December 31, 2003 and 2002

2003 2002
Cash flows from operating activities:
Net loss $  (1,233,443) $  (2,707,186)
Adjustments to reconcile net loss to net cash flows
used in operating activities:
Bad debt                 -           36,400 
Gain on forgiveness of debt     (162,716)     (128,016)
Depreciation and amortization       332,113       334,157 
Issuance of common stock, options and warrants
for consulting fees and compensation       433,122       671,970 

Changes in operating assets and liabilities:
Increase in:
Accounts receivable       (53,816)       (76,042)
Prepaid expenses and other current assets       (39,918)         (6,672)
Decrease in deposits 3,420 -

Increase (decrease) in:
Accounts payable and accrued expenses     (268,613)       190,055 

Net cash flows used in operating activities

 

    (989,851)

 

 (1,685,334)

Cash flows from investing activities:
Purchase of property and equipment       (44,853)       (11,830)
Capitalization of software development costs     (576,567)         (5,954)

Net cash flows used in investing activities

 

    (621,420)

 

      (17,784)

Cash flows from financing activities:
Net proceeds from the issuance of common stock       524,000    1,408,499 
Net proceeds from the issuance of preferred stock    3,678,800                 -   
Receipt of option exercise receivable       125,000       250,000 
Borrowings on notes payable                 -         104,400 
Payments on notes payable     (145,000)         (4,700)
Principal payments under capital lease         (2,653)         (6,783)

Net cash flows provided by financing activities

 

   4,180,147 

 

   1,751,416 

Net increase in cash and cash equivalents    2,568,876         48,298 

Cash and cash equivalents at beginning of year

 

        60,343 

 

        12,045 

Cash and cash equivalents at end of year $    2,629,219  $         60,343 

The accompanying notes are an integral part of the consolidated financial statements.
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Current liabilities:
Accounts payable $ 245,466 $ 368,734
Accrued expenses (Note 4) 410,966 258,259
Current portion of capital lease obligation 2,653 6,967
Deferred compensation (Note 8) 123,000 -  
Notes payable (Note 5) 60,000 37,500
Notes payable (Note 7) 201,090 205,790

Total current liabilities 1,043,175 877,250

Long-term portion of capital lease obligation (Note 6) - 
2,469

Total liabilities 1,043,175 879,719

Commitments and contingencies (Notes 6, 7, 8 and 10)

VIRTGAME CORP. 

AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CASH FLOWS

For the years ended December 31, 2003 and 2002

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:

2003 2002

Cash paid during the period for:

Interest $            8,088 $             -   

Income taxes $            3,343 $            3,556 

Supplemental disclosures of non-cash investing and financing activities:

Receivable from exercise of options $                  -   $        162,500 

Retirement of debt and accounts payable for stock issued $            1,348 $        114,500 

Beneficial conversion feature of preferred offering $     2,304,215 $             -   

Shareholders' (deficit) equity:
Preferred stock, $ .00001 par value, 10,000,000 shares
   authorized, none issued or outstanding - -
Common stock, $ .00001 par value, 100,000,000 and 
   30,000,000 shares authorized, 26,427,828 and 
   18,112,378 shares issued and outstanding in 2002 
   and 2001, respectively;
   1,887,165 and 1,913,738 shares issuable in 2002 
   and 2001, respectively 283 200
Additional paid-in capital 19,778,674 17,610,788
Receivable from exercise of options (66,500) (95,500) 
Accumulated deficit (19,753,520) (17,046,334)

The accompanying notes are an integral part of the consolidated financial statements.
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Total shareholders' (deficit) equity (41,063) 469,154

Total liabilities and shareholders' (deficit) equity $ 1,002,112 $ 1,348,873

The accompanying notes are an integral part of the consolidated financial statements.
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VIRTGAME CORP.
AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF OPERATIONS
For the years ended December 31, 2002 and 2001

2002 2001       

Revenue $ 314,856 $ 589,227

Operating expenses:
Salaries and payroll expenses 1,111,021 915,210
Other operating expenses 1,985,448 1,857,236

Total expenses operations 3,096,469 2,772,446

Loss from operations before financial income
(expense) and income taxes (2,781,613) (2,183,219)

Financial income (expense):
Interest income 516

460 Interest expense (52,683) (39,547)
Other income 130,150 13,832

Total financial income (expense) 77,983 (25,255)

Loss from operations before
income taxes (2,703,630) (2,208,474)

Income tax expense (Note 9) (3,556) (4,420)

Net loss $ (2,707,186) $ (2,212,894)

Basic and diluted net loss per share $                 (0.11)  $ (0.14)

Shares used to compute basic and diluted net loss per share 24,091,248   15,537,933
VIRTGAME CORP.
AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF SHAREHOLDERS' (DEFICIT) EQUITY
For the years ended December 31, 2002 and 2001

 

                                 Additional               Receivable
                  Common Stock                     Paid-In                from Exercise        Accumulated 

 Shares

             

Amount

            

Capital

                    

of

 

Options

               

Deficit

                

Total

Balance forwarded,
   December 31, 2000 12,957,949 $ 130 $ 15,649,831 $ - $ (14,833,440) $ 816,521

Issuance of common stock on
   exercise of employee stock

The accompanying notes are an integral part of the consolidated financial statements.
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   options (Note 8) 110,000 1 29,999 - - 30,000

Issuances of stock options to employees
   and consultants - - 158,970 - - 158,970

Issuance of common stock for
   conversion of note payable, net of
   issuance costs: March 2001 (Note 8) 150,000 1 33,749 - - 33,750

Issuances of common stock for
   conversion of notes payable, net 
   of issuance costs: April 2001
   through June 2001 (Note 8) 1,002,001 10 225,440 - - 225,450

Issuances of common stock for
   conversion of notes payable, net 
   of issuance costs: July 2001
   through September 2001 (Note 8) 638,000 6 143,544 - - 143,550

Issuances of common stock for
   conversion of notes payable, net 
   of issuance costs: October 2001 
   through December 2001 (Note 8) 160,000 2 38,498 - - 38,500

Issuances of common stock and exercise
   of stock options to consultants for 
   services rendered (Note 8) 3,108,166 31 870,776 - - 870,807

Issuances of common stock upon 
   exercise of stock options (Note 8) 1,900,000 19 459,981 (95,500) - 364,500

Net loss for the year ended
   December 31, 2001 - - - - (2,212,894) (2,212,894)

Balance, December 31, 2001 20,026,116 $ 200 $ 17,610,788 $ (95,500) $ (17,046,334) $ 469,154

VIRTGAME CORP.
AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF SHAREHOLDERS' (DEFICIT) EQUITY (continued)
For the years ended December 31, 2002 and 2001

 

                             Additional          Receivable

The accompanying notes are an integral part of the consolidated financial statements.
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                Common Stock                    Paid-In          from Exercise      Accumulated 
 Shares

  
Amount

           
Capital

              
of

 
Options

               
Deficit

                      
Total    

Balance forwarded,
   December 31, 2001 20,026,116 $ 200 $ 17,610,788 $ (95,500) $ (17,046,334) $ 469,154

Issuance of common stock for
  cash, net of issuance costs:
  January 2002 through March
  2002 (Note 8) 3,274,000 33 838,466 - - 838,499

Fair value of stock options issued to 
  employees -  - 106,850 - - 106,850

Issuance of common stock for
  cash, net of issuance costs:
  October 2002 through December 
  2002 (Note 8) 2,284,286 25 569,975 - - 570,000

Issuance of common stock, cash
 received during January 2003 (Note 8) 250,000 1 124,999 - - 125,000

Issuance of common stock to 
   and exercise of options by
   consultants for services rendered
   net of issuance costs (Note 8) 2,052,191 20 413,100 (37,500) - 375,620

Issuance of common stock for
  conversion of notes payable
  (Note 8) 313,000 3 85,647 -   -

 

85,650

Issuances of common stock to 
   satisfy accounts payable for 
   services rendered (Note 8) 115,400 1 28,849 - - 28,850

Payment of receivable for stock
   issued via services rendered - - -  66,500 - 66,500

Net loss for the year ended
   December 31, 2002 - - - - (2,707,186) (2,707,186)

Balance, December 31, 2002 28,314,993 $ 283 $ 19,778,674 $ (66,500) $ (19,753,520) $ (41,063)

VIRTGAME CORP.
AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CASH FLOWS
For the years ended December 31, 2002 and 2001

2002      2001       
Cash flows from continuing operating activities:

Net loss from continuing operations $ (2,707,186) $ (2,212,894)
Adjustments to reconcile net loss from continuing operations
   to net cash flows used in continuing operating activities:

Bad debt 36,400 94,750
Depreciation and amortization 334,157 349,519
Debt forgiveness income (128,016) -  

The accompanying notes are an integral part of the consolidated financial statements.
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Loss on sale of assets -  721 
Issuance of common stock, options and warrants
   for consulting fees and compensation 548,970 1,029,777
Changes in operating assets and liabilities:
   Decrease (increase) in:

Accounts receivable (76,042) (158,589)
Unbilled revenues - 27,925
Prepaid expenses and other current assets (6,672) 10,301

   Increase in:
Deferred compensation 123,000 - 
Accounts payable and accrued expenses 190,055 327,427

Net cash flows used in continuing operating activities (1,685,334) (531,063)

Cash flows provided by discontinued operating activities - 11,010

Cash flows from investing activities:
Decrease in deposits - 4,182
Proceeds from the sale of property and equipment - 1,423
Purchase of property and equipment (11,830) (905)
Capitalization of software development cost  (5,954) (217,975)

Net cash flows used in investing activities (17,784) (213,275)

Cash flows from financing activities:
Net proceeds from the issuance of common stock 1,408,499 585,750
Receipt of option exercise receivable 250,000 - 
Borrowings on notes payable 104,400 4,700
Borrowings on note payable -  37,500
Payments on notes payable (4,700) - 
Principal payments under capital lease (6,783) (5,630)

Net cash flows provided by financing activities 1,751,416 622,320

Net increase (decrease) in cash 48,298 (111,008)

Cash at beginning of year 12,045 123,053

Cash at end of year $ 60,343 $ 12,045

VIRTGAME CORP.
AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CASH FLOWS (Continued)
For the years ended December 31, 2002 and 2001

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:

2002      2001       

Cash paid during the year for:

Interest $ - $ 3,043

The accompanying notes are an integral part of the consolidated financial statements.
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Income taxes $ 3,556 $ 4,420

Supplemental disclosure of noncash investing and financing activities:

Foreign exchange loss $ - $ (191)

Receivable from exercise of options $ 162,500 $ 345,500

Retirement of debt and accounts payable for stock issued $ 114,500 $

                   

-

  

NOTE 1 - ORGANIZATION AND BUSINESS AND SIGNIFICANT ACCOUNTING POLICIES

Organization and Business

VirtGame Corp. (the Company, formerly Virtgame.com Corp.) was incorporated in the State of Delaware 
on October 24, 1995, under the name MBA Licensing Corp.  On June 20, 1996, the Board of Directors 
approved the change of the Company s name to Internet Gaming Technologies, Inc., on January 22, 1997, to 
Virtual Gaming Technologies, Inc., and on September 9, 1999, to Virtgame.com Corp.

VirtgameVirtGame is a provider of open architecture gaming software to the regulated gaming and lottery 
industries and offers licensed casinos, sports wagering and lottery operations a comprehensive suite of 
software products. Virtgame  VirtGame s solution is based on an open architecture supporting multiple 
operating system platforms and databases that requires no special or proprietary hardware and provides 
distribution of server-based casino games, sports wagering and lotteries through various distribution 
channels, including local networks with a casino, such as over-the-counter, stand alone kiosks and in-room 
wagering, and wide area networks such as online closed loop Intranets or the Internet.

On December 21, 1999, the Company entered into a securities acquisition agreement and plan of 
reorganization (the Primeline Acquisition ) with Primeline Gaming Technologies, Inc. ( Primeline ).  The 
Primeline Acquisition resulted in the Company acquiring 100% of the outstanding capital stock of Primeline 
in return for the issuance of 447,208 shares of its common stock.  The Primeline Acquisition has been 
accounted for as a purchase at historical cost.

Principles of Consolidation

The accompanying financial statements consolidate the accounts of the Company and its wholly-owned 
subsidiary, Primeline Gaming Technologies, Inc., a California Corporation.  All significant intercompany 
accounts and transactions have been eliminated in consolidation.  

Financial Instruments

The carrying amounts reported in the consolidated balance sheets for cash, accounts receivable, prepaid 
expenses and other current assets, deposits, accounts payable, and accrued expenses approximate fair value 
due to the immediate short-term maturity of these financial instruments.

The fair value of the Company s capital lease obligation and notes payable approximate the carrying amount 
based on the current rates offered to the Company for debt of the same remaining maturities with similar 
collateral requirements.

Cash and Cash Equivalents

The Company considers all cash accounts, which are not subject to withdrawal restrictions  or penalties, and 
certificates of deposit and money market funds purchased with an original maturity of three months or less to 

The accompanying notes are an integral part of the consolidated financial statements.
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be cash equivalents. 

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 1 - ORGANIZATION AND BUSINESS AND SIGNIFICANT ACCOUNTING POLICIES (Continued)

The Company maintains its cash accounts at financial institutions located in California.  Accounts at the 
financial institutions located in California are insured by the Federal Deposit Insurance Corporation (FDIC) 
up to $100,000. The Company has not experienced any losses in such accounts and management believes it 
places its cash on deposit with financial institutions which are financially stable.

NOTE 1 - ORGANIZATION AND SIGNIFICANT ACCOUNTING POLICIES (Continued)

Property and Equipment

Property and equipment is recorded at cost. Depreciation is calculated on the straight-line basis over the 
estimated useful life of five years, or related lease life, if shorter.

Revenue Recognition

In December 1999, the SEC staff issued Staff Accounting Bulletin (SAB) No. 101, Revenue Recognition, 
which summarized the SEC staff s views regarding the recognition and reporting of revenues in certain 
transactions. The implementation of SAB No. 101 does not require the Company to change the method by 
which it recognizes revenues.  Revenues are recognized principally as services are provided to customers.  
Amounts billed in advance are recorded as current or long-term deferred revenue on the balance sheet, with 
current deferred revenue reflecting services expected to be provided within the next twelve months.  During 
the years ended December 31, 2003 and 2002 and 2001 the Company recorded $0 in deferred revenues. 

The Company recognizes software license fee revenue in accordance with the provisions of Statement of 
Position (SOP) 97-2, Software Revenue Recognition, as amended by SOP 98-9, Software Revenue 
Recognition, With Respect to Certain Transactions.  Software license fees represent revenues related to 
licenses for software delivered to customers for in-house applications.  Revenues from single-element 
software license agreements are recognized upon shipment of the software.  Revenues from software 
arrangements involving multiple elements are allocated to the individual elements based on their relative fair 
values.  If services are considered essential to the functionality of the software products, both the software 
product revenue and service revenue are recognized using the percentage of completion method in 
accordance with the provisions of SOP 81-1, Accounting for Performance of Construction Type and Certain 
Production Type Contracts.   Contract revenues are recognized based on labor hours incurred to date 
compared to total estimated labor hours for the contract.  Contract costs include all direct labor, direct 
material and indirect costs related to contract performance.  Selling, general and administrative costs are 
charged to expense as incurred.  Provisions for estimated losses on uncompleted contracts are recorded in the 
period in which such losses become probable based on the current contract estimates.  Hosting fees represent 
revenues from post-contract customer support services where the Company's software is resident on a 
company server and are recognized ratably over the hosting period.  Event fees are recognized as the events 
take place.

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 1 - ORGANIZATION AND BUSINESS AND SIGNIFICANT ACCOUNTING POLICIES (Continued)

Stock Based Compensation

In December 2002, the Financial Accounting Standards Board (FASB) issued Statement of Financial 
Accounting Standards No. 148 Accounting for Stock-Based Compensation Transition and Disclosure an 
Amendment of FASB Statement No. 123 (SFAS 148). SFAS 148 Statement amends SFAS 123, 
Accounting for Stock-Based Compensation  (SFAS 123), to provide alternative methods of transition for an 

entity that voluntarily changes to the fair value based method of accounting for stock-based employee 
compensation. It also amends the disclosure provisions of that StatementSFAS 123 to require prominent 
disclosure about the effects on reported net income of an entity s accounting policy decisions with respect to 
stock-based employee compensation. Finally, SFAS 148 amends APB Opinion No. 28, Interim Financial 
Reporting, to require disclosure about those effects in interim financial information. At December 31, 
2002,2003, the Company has stock-based employee compensation plans, which are described more fully in 
Note 8. The Company accounts for those plans under the recognition and measurement principles of APB 
Opinion No. 25, Accounting for Stock Issued to Employees (APB No. 25), and related Interpretations. No 
stock-based employee compensation cost is reflected in net income, as all options granted under those plans 
had an exercise price equal to the market value of the underlying common stock on the date of grant. 
However, certain options had been repriced resulting in compensation adjustments, which have been 
reflected in net income. The following table illustrates the effect on net income and earnings per share if the 
Company had applied the fair value recognition provisions of SFAS 123, Accounting for Stock-Based 
Compensation, to stock-based employee compensation.

NOTE 1 - ORGANIZATION AND SIGNIFICANT ACCOUNTING POLICIES (Continued)

Under SFAS No.148, the fair value of each option granted during the years ended December 31, 20022003

 

and 20012002 was estimated on the measurement date utilizing the then current fair value of the underlying 
shares less the exercise price discounted over the average expected life of the options of zero to five years, 
with an average risk-free interest rate of 4.75% to 5.00%, price volatility of 1.0 to 2.0 and no dividends.  

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 1 - ORGANIZATION AND BUSINESS AND SIGNIFICANT ACCOUNTING POLICIES (Continued)

Had compensation cost for all awards been determined based on the fair value method as prescribed by FASB

 
Statement No.SFAS 123, reported net loss and loss per common share would have been as follows:

December 31, December 31,
           2002               2001       

Net loss:
   As reported $ (2,707,186) $ (2,212,894)

   Add:  Stock based employee compensation
     included in reported net income, net
     of related tax effects 63,312 94,063

   Deduct: Total stock based employee 
     compensation expense determined 
     under fair value method, net of related
     tax effects. 76,761 155,246

   Proforma $ (2,720,635) $ (2,274,077)

Basic and diluted net loss per share:
   As reported $                 (0.11) $ (0.14)

   Proforma $                 (0.11) $ (0.15)

December 31, December 31,
2003 2002

Net loss:
As reported  $     (1,233,443)  $     (2,707,186)

Add: Stock based employee compensation
included in reported net income, net
of related tax effects  -                63,312 

Deduct: Total stock based employee
compensation expense determined
under fair value method, net of related
tax effects. -               76,761 

Proforma  $     (1,233,443)  $     (2,720,635)

Basic and diluted net loss per share:
As reported  $              (0.04)  $              (0.11)

Proforma $         (0.04)  $              (0.11)

The accompanying notes are an integral part of the consolidated financial statements.
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Advertising Costs

The Company charges the cost of advertising to expense as incurred. Advertising costs for the years ended 
December 31, 20022003 and 2001,2002, were approximately $17,9002,707 and $1,500,17,875, respectively.

Capitalized Software 

Effective January 1, 1999, the Company adopted Statement of Position 98-1

 

( SOP)

 

98-1,

  

98-
1 ), Accounting for the Costs of Computer Software Developed or Obtained for Internal Use.

  

Among 
other provisions, SOP 98-1 requires that entities capitalize certain internal-use software costs once certain 
criteria are met.  Under SOP 98-1, overhead, general and administrative and training costs are not 
capitalized.  In addition, certain computer software costs are capitalized in accordance with SFAS No. 86, 
Accounting for the Costs of Computer Software to Be Sold, Leased or Otherwise Marketed,

 

and are 
reported at the lower of unamortized cost or net realizable value.  Capitalized software amortization expense 
for the years ended December 31, 20022003

 

and 20012002

 

was approximately $282,000310,000

 

and 
$271,000,282,000,

 

respectively.  Research and development costs expensed for the years ended December 
31, 20022003 and 20012002 were approximately $451,000458,000 and $544,000,451,000, respectively.

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 1 - ORGANIZATION AND BUSINESS AND SIGNIFICANT ACCOUNTING POLICIES (Continued)

Concentrations of Major Customers

Sales to threefour customers represented 100% of revenues during the years ended December 31, 20022003

 
and 2001.2002. These customers represented 100% and 100% of accounts receivable at December 31, 
20022003 and 2001,2002, respectively.

NOTE 1 - ORGANIZATION AND SIGNIFICANT ACCOUNTING POLICIES (Continued)

Income Taxes

The Company accounts for income taxes using the asset and liability method.  Under the asset and liability 
method, deferred income taxes are recognized for the tax consequences of temporary differences by 
applying enacted statutory tax rates applicable to future years to differences between the financial statement 
carrying amounts and the tax bases of existing assets and liabilities.  Deferred tax assets are reduced by a 
valuation allowance when, in the opinion of management, it is more likely than not that some portion or all of 
the deferred tax assets will not be realized.

Net Loss Per Share

Basic net loss per share excludes dilution and is computed by dividing net loss by the weighted average 
number of common shares outstanding during the reported periods.  Diluted net loss per share reflects the 
potential dilution that could occur if stock options and other commitments to issue common stock were 
exercised.  During the years ended December 31, 20022003 and 2001,2002, options and warrants to purchase 
8,764,043 and 5,623,500 common shares, respectively, were anti-dilutive and have been excluded from the 
weighted average share computation.

Other Comprehensive Income

For the years ended December 31, 20022003 and 2001,2002, the Company had no items that were required to 
be recognized as components of other comprehensive income.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the 
United States of America requires management to make estimates and assumptions that affect the reported 
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial 
statements and the reported amounts of revenues and expenses during the reporting period.  Actual results 
could differ from those estimates.

Disclosure about segments

The Company has determined that it operates in one segment. 

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 1 - ORGANIZATION AND BUSINESS AND SIGNIFICANT ACCOUNTING POLICIES (Continued)

Recent Accounting Standards

In June 2001, the FASB issued Statement No. 143, Accounting for Asset Retirement Obligations ( SFAS 
143 ). The objective of SFAS 143 is to establish an accounting standard for the recognition and measurement 
of an asset retirement obligation on certain long-lived assets. The retirement obligation must be one that 
results from the acquisition, construction or normal operation of a long-lived asset. SFAS 143 requires the 
legal obligation associated with the retirement of a tangible long-lived asset to be recognized at fair value as a 
liability when incurred, and the cost to be capitalized by increasing the carrying amount of the related long-
lived asset. SFAS 143 will be effective for the Company s fiscal year beginning January 1, 2003. The 
adoption of this statement will have no material impact on the consolidated financial statements.

In October 2001, the FASB issued Statement of Financial Accounting Standards No. 144, Accounting for the 
Impairment or Disposal of Long-Lived Assets ( SFAS 144 ). SFAS 144 supersedes SFAS No. 121, 
Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed of 

( Statement 121 ) and retains the basic requirements of SFAS 121 regarding when and how to measure an 
impairment loss. SFAS 144 provides additional implementation guidance on accounting for an impairment 
loss. SFAS 144 is effective for all fiscal years beginning after December 15, 2001. The Company adopted 

NOTE 1 - ORGANIZATION AND SIGNIFICANT ACCOUNTING POLICIES (Continued)

SFAS 144 beginning in 2002, the adoption of which did not have a material effect on the Company s financial 
position or results of operations. 

In April 2002, the FASB issued Statement No. 145, Rescission of Statements No. 4, 44 and 64, Amendment 
of FASB Statement No. 13, and Technical Correction ( SFAS 145 ). SFAS 145 eliminates extraordinary 
accounting treatment for reporting gains or losses on debt extinguishment, and amends other existing 
authoritative pronouncements to make various technical corrections, clarify meanings, or describe their 
applicability under changed conditions. The provisions of this SFAS are effective for fiscal years beginning 
after May 15, 2002; however, early application of SFAS 145 is encouraged.  In 2002 the Company adopted 
SFAS No. 145, see Note 10.

In June 2002, the FASB issued Statement No. 146, Accounting for Costs Associated with Exit or Disposal 
Activities ( SFAS 146 ), which changes the accounting for costs such as lease termination costs and certain 
employee severance costs that are associated with a restructuring, discontinued operation, plant closing, or 
other exit or disposal activity initiated after December 31, 2002. The standard requires companies to 
recognize the fair value of costs associated with exit or disposal activities when they are incurred rather than 
at the date of a commitment to an exit or disposal plan. The Company anticipates that the adoption of SFAS 
146 will not have a material effect on the Company s financial position or results of operations.

In December 2002, the FASB issued Statement No. 148, Accounting for Stock Based Compensation - 
Transition and Disclosure - an amendment of FASB Statement No. 123" (ASFAS SFAS 148"), which 
provides alternative methods of transition for a voluntary change to the fair value method of accounting for 
stock based employee compensation. The standard amends the disclosure requirement of SFAS 123 to 
require prominent disclosure in both annual and interim financial statements about the method of accounting 
for stock based employee compensation and the effect of the method used on the reported results.

In April 2003, FASB issued Statement No. 149, Amendment of Statement 133 on Derivative Instruments 
and Hedging Activities

 

( SFAS 149 ). SFAS No. 149 amends and clarifies financial accounting and 
reporting for derivative instruments, including certain derivative instruments embedded in other contracts 
(collectively referred to as derivatives) and for hedging activities under SFAS No. 133, Accounting for 
Derivative Instruments and Hedging Activities. SFAS No. 149 requires that contracts with comparable 

The accompanying notes are an integral part of the consolidated financial statements.
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characteristics be accounted for similarly.  SFAS No. 149 is effective for contracts entered into or modified 
after June 30, 2003, and for hedging relationships designated after June 30, 2003.  The adoption of 
this Statement did not have an effect on the consolidated financial statements.

In May 2003, the FASB issued Statement No. 150, Accounting for Certain Financial Instruments with 
Characteristics of both Liabilities and Equity

 
( SFAS 146 ).  SFAS No. 150 establishes standards for how 

an issuer classifies and measures certain financial instruments with characteristics of both liabilities and 
equity. It requires that an issuer classify a financial instrument that is within its scope as a liability (or an 
asset in some circumstances).  SFAS No. 150 is effective for financial instruments entered into or modified 
after May 31, 2003, and otherwise is effective at the beginning of the first interim period beginning after 
June 15, 2003. The adoption of this Statement did not have a material effect on the consolidated financial 
statements.

In January 2003, FASB issued Interpretation No. 46 (FIN 46), "Consolidation of Variable Interest Entities." 
FIN 46 is effective for variable interest entities created after January 31, 2003. FIN 46 is an interpretation of 
Accounting Research Bulletin No. 51, "Consolidated Financial Statements." FIN 46 requires a variable 
interest entity to be consolidated by a company if that company is subject to a majority of the risk of loss 
from the variable interest entity's activities or entitled to receive a majority of the entity's residual returns or 
both. In December 2003, FASB published a revision to FIN 46 ("46R") to clarify some of the provisions of 
FIN 46 and to exempt certain entities from its requirements. The adoption of this interpretation did not have 
an impact on our financial condition or results of operations.

Restatement

The presentation of deferred compensation has been restated as additional paid in capital based upon 
provisions of the stock option agreement.  This change in presentation results in no change in net income or 
earnings per share for 2002 or 2003.

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 2 - PROPERTY AND EQUIPMENT 

Property and equipment consists of the following at December 31:

          

       
 2003

                 
2002

       
       2001

Computer hardware $ 127,818 $
340,863
$ 331,030

Office furniture and equipment 32,663 

 

72,994 70,998

160,481  413,857 402,028

Less: accumulated depreciation (102,831) 

 

(378,829)

$ 57,650 (326,569)$
35,028
$ 75,459

NOTE 3 - CAPITALIZED SOFTWARE 

Capitalized software consists of the following at December 31:

          

       

 2003

                 

2002

       

       2001
Computer software $ 1,970,638 $

1,410,307
$ 1,404,353

Less: accumulated amortization            (1,047,312)              (753,666)

$ 923,326 (471,770)$
656,641
$ 932,583

NOTE 4 - ACCRUED EXPENSES

Accrued expenses consists of the following at December 31:

          

       

 2003

                 

2002

       

       2001
Accrued payroll $  49,909 $ 106,283

$ 142,778
Accrued interest                      -  44,564

52,661
Accrued employee relocation - 26,659
Accrued severance                      -   231,250 - 
Accrued other 122,814 

 

28,869

$ 172,723 36,161$ 410,966
$ 258,259

NOTE 5 - NOTES PAYABLE

The accompanying notes are an integral part of the consolidated financial statements.
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During the year ended December 31, 2001, the Company issued a $37,500 convertible note payable which is 
convertible into 150,000 shares of the Company s common stock at the holders discretion, subordinated to 
certain other obligations, bears interest of 10% per annum and matures April 2001.  At December 31, 2001, 
there was approximately $2,500 of accrued interest on this note.  The note had an attached warrant to 
purchase 150,000 shares of the Company s common stock which expires April 2005. In June of 2002 the note 
holder exercised their right to convert the note into common stock. Payment of principal and accrued interest 
was satisfied by the issuance of 165,000 shares of the Company s common stock. In addition 
the note holder exercised the warrant rights and was issued 100,000 shares of the Company s common stock. 

During the year ended December 31, 2002, the Company issued a $60,000 convertible note payable which is 
convertible into the Company s common stock at the Company s discretion. The conversion rate of the note is 
based on the lower of $0.25 per share or the 10-day weighted average stock price immediately before 
conversion. The note holder retains the right to convert the note into stock, if the note is prepaid. The note is 
senior debt and bears an interest rate of 18% per annum and matures

 

on

 

January

 

5,

 

2003.

 

The

 

Company

 

is

 

currently

 

negotiating

 

an

 

extension

 

on

 

the

 

note.

  

At

 

December

 

31,

 

2002,

 

there

 

was

 

approximately

 

$4,500

 

of

 

accrued

 

interest

 

on

 

this

 

notematured

 

on

 

January

 

5,

 

2003.

 

During

 

the

 

year

 

ended

 

December

 

31,

 

2003,

 

the

 

Company

 

issued

 

250,000

 

shares

 

of

 

the

 

Company s

 

common

 

stock

 

for

 

the

 

conversion

 

of

 

all

 

outstanding

 

principal and interest under the note.

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 6 - COMMITMENTS AND CONTINGENCIES

Operating Leases

During 2002 the Company signed a new

 
lease for its office facilities under a non-cancelable operating lease 

through February 2005.  The new

 
lease callsfor

 
these

 
premises

 
provides

 
for monthly paymentsrent

 
of 

approximately $2,900 per month.3,135.  

Capital Lease

The Company leasesleased

 

computer equipment under capital lease agreements, with an imputed    interest 
rate of 13.97%, due in monthly installments of approximately $700 through April 2003. 

 

The

 

computer

 

equipment that collateralizes the leases had a net book value of approximately $9,200 at December 31, 2002.  

 

During each of the years ended December 31, 20022003

 

and 2001,2002,

 

the Company recorded amortization 
expense on leased equipment of approximately $2,300.

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 6 - COMMITMENTS AND CONTINGENCIES (Continued)

At December 31, 2002,2003,

 
the annual future minimum lease payments under operating and

 
capital

 
leases 

are as follows:

Operating    Capital         

 

Leases           Lease          

 

2003 $ 38,190 $          2,791
2004        $40,170                   - 
2005            6,750                   -
Total minimum lease payments $ 85,110

            

2,791

       

46,920

Less amount representing interest               (138)

Present value of net minimum lease payments             2,653

Less current maturities           (2,653)

Long-term lease obligations $ - 

Rental expense for office facilities for the years ended December 31, 2003

 

and

 

2002 and

 

2001

 

totaled 
approximately $54,00035,000 and $81,000,54,000, respectively.

Employment Agreements

During November 1999, the Company entered into a two year and nine-month employment agreement with 
the Chief Executive Officer (the CEO ).  The agreement provides for a base salary of $150,000, and an 
annual cash bonus equal to 2% of the Company s annual gross revenues in excess of $1 million.  In 
conjunction with this agreement, the CEO has agreed not to solicit any person employed full-time by the 
Company during the term of his employment and for one year after termination.  The agreement also provides 
for a cash bonus of $100,000 upon the anticipated public offering of the Company and a payment of $250,000 
upon the sale or merger of the Company. The CEO resigned during 2001 and as such the agreement 
terminated.

During July 2001, the Company entered into a two year employment agreement with the Chief Operating 
Officer and Chief Financial Officer (the COO and CFO ), both titles belonging to one individual.  The 
agreement provides for a base annual salary of $125,000, and a cash bonus of $30,000 for the first $2,000,000 
of capital investments placed with the Company after the signing of the employment agreement.  The 
agreement also provides for a payment of 10% for each software licensing agreement the Company signs with 
specified companies, up to $25,000 per agreement.  The employment agreement also provides for the 
Company to issue this officer 1,000,000 options at an exercise price of $0.25 per share exercisable for 5 years, 
of which 50% vest immediately and 50% vest one year from the start of the employment agreement. In 
September 2002 the employment agreement was amended as the CFO/COO assumed the CEO role. Terms of 
the agreement were modified to increase the executive s base annual salary to $150,000, provide for an 
incentive of a 10% stock bonus for each share issued under financing that the executive was responsible for 
during the fourth quarter of 2002 and a portion of the executive s options to purchase 615,000 shares of 
common stock were repriced from $0.50 to $0.25 a share (see deferred compensation). In addition, the 
executive was granted an option to purchase 600,000 shares of common stock at $0.25 per share which are all 
vested at December 31, 2002.  This agreement was terminated and replaced by an agreement dated October 6, 
2003, effective July 1, 2003. 

The accompanying notes are an integral part of the consolidated financial statements.
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The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 6 - COMMITMENTS AND CONTINGENCIES (continued)

In October 2003, the Company entered into a two-year employment agreement with the Chief Executive 
Officer and Chief Financial Officer ( CEO and CFO both titles belonging to one individual). The agreement 
provides for an annual base salary of $200,000, of which $35,000 is deferred until the Company reaches two 
consecutive cash flow profitable quarters, as described in the employment agreement. In addition, the CEO 
and CFO is to receive a bonus of 5% of net profit generated by new products for which the Company receives 
regulatory approval, not to exceed $250,000 per year.  This bonus agreement ceases with termination of 
employment.  The agreement also provides for the Company to issue non-compensatory options to purchase 
700,000 shares at $0.62 per share. The options vest July 1, 2005 and are exercisable for five years regardless 
of the CEO and CFO s status with the Company. In addition, the employment agreement contains an anti-
dilution provision for certain cases. 

On September 1, 2003 the Company entered into a one year employment agreement with an individual to 
serve as President and General Counsel for the Company. Terms of the agreement provide for an annual base 
salary of $120,000 and a bonus of $20,000 provided certain financial milestones are met. In addition the 
agreement provides for the Company to issue non-compensatory options to purchase 100,000 shares of the 
Company s common stock for $0.66 per share. The options vest ratably over a five years from the date of 
grant.

During September 2001, the Company entered into a month-to-month agreement with an interim Chief 
Executive Officer (the CEO ) where the Company would pay consulting fees in the amount of $12,500 per 
month until a more permanent arrangement was made.  On January 1, 2002, the Company entered into a two 
year employment agreement with this individual.  The new agreement provided for a base annual salary of 

NOTE 6 - COMMITMENTS AND CONTINGENCIES (Continued)$150,000, which will be increased to $200,000 
thirty days after the Company has placed $2,000,000 in financial institutions.  The agreement provides the CEO a 
cash bonus equal to 3% of any investment capital the CEO obtains for the Company.  Pursuant to the agreement, the 
Company granted the CEO an option to purchase 200,000 shares at an exercise price of $0.50; 200,000 shares at an 
exercise price of $1.00, which is $0.50 lower than the $1.50 exercise price stated in the employment agreement 
because of a subsequent agreement with the CEO; and 400,000 sharesThe agreement also provides for the Company 
to issue the CEO options in the amounts of: 200,000 at an exercise price of $0.50 on January 1, 2002; 200,000 at an 
exercise price of $1.50 on January 1, 2002; and 400,000 at an exercise price of $1.50 upon the date when the 
Company s stock trades over $5.00 for thirty consecutive days. In September 2002 the Company terminated its 
agreement with the CEO and negotiated a severance agreement whereby the Company agreed to pay the former 
CEO s salary through the end of 2003. In addition, the Company agreed to reimburse the former CEO for certain 
expenses incurred as CEO. The total amount agreed to was $231,250 and is included in accrued liabilities as of 
December 31, 2002. This amount was paid off during 2003.

NOTE 7 - RELATED PARTY TRANSACTIONS

Note Payable to Stockholder and Affiliate

During the year ended December 31, 1999, the Company received advances of $475,000 in the form of notes 
payable from its then Chairman of the Board of Directors and his affiliated company.  During the year ended 
December 31, 1999, $300,000 of this amount was converted into 100,000 shares of common stock.  The notes 
payable are unsecured, due on demand and provide for interest at a fixed rate of 12% per annum.  The 
principal balance outstanding was $85,000 as of December 31, 2002 and 2001,2002, and total interest expense 
incurred by the Company on these related party notes payable for the yearsyear ended December 31, 2002 and 
2001 was approximately $12,000. In 20022002, the Company negotiated an agreement with the note holder 
whereby all interest was forgiven.  Accordingly the Company has not accrued interest on the note in 2002 and 
has recognized debt forgiveness income of approximately $29,000 (Note 10).  In July 2003, the note was paid 
in full along with $1,900 in accrued interest.

The accompanying notes are an integral part of the consolidated financial statements.
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During the year ended December 31, 2001, the Company borrowed $4,700 from two of its employees. These 
notes do not bear interest and are payable on demand. The notes were paid in the first quarter of 2002.

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 7 - RELATED PARTY TRANSACTIONS (continued)

Note Payable - Licensing Agreement

During 1997, the Company entered into a settlement agreement with a vendor whereby the Company issued a 
$150,000 promissory note in exchange for the return of 385,000 shares of the Company s common stock.  The 
promissory note is unsecured and bears interest at a fixed rate of 10%.  Principal and interest are due in 
quarterly installments equal to 10% of the Company s net gaming revenue, as defined in the promissory note.  
All remaining principal and accrued interest was due in September 1998.  The note was not repaid upon 
maturity and as of December 31, 2002 and 2001,2002, had a balance of $116,090 and accrued interest of 
approximately $40,100 and $25,400,40,100, respectively.

Rental PropertyDuring the year ended December 31, 2001, the Company entered into a rental agreement 
with a shareholder, whereby the Company would lease a temporary corporate residence on a month-to-month basis.  
The shareholder received $15,000 as rent and 30,000 options as part of this arrangement (see Note 8).   As of 
September 30, 2003, the note was subject to the Statute of Limitations. As of December 31, 2003 the Company 
determined that the amount would not be collected by the former vendor, due to the statute of limitations expiring, 
and accordingly reversed the remaining balance and accrued interest. These amounts are included in other income in 
the accompanying consolidated statement of operations (Note 10). 

NOTE 8  SHAREHOLDERS (DEFICIT) EQUITY 

Stock, Options and Warrants Issued for Services

During the year ended December 31, 2000, the Company issued warrants to purchase 37,500 shares of its 
common stock as consideration for services provided in connection with execution of a software licensing 
agreement.  All of the warrants are immediately exercisable and expire five years from the date of issuance.  

NOTE 8  SHAREHOLDERS (DEFICIT) EQUITY (Continued)The warrants have been valued at $42,359 and 
have been recorded as an increase to additional paid-in capital and consulting fees. These warrants remain 
unexercised as of December 31, 2002.2003.

During the year ended December 31, 2001, the Company issued 3,108,166 shares, as a result of the direct 
issuance of shares and the exercise of options, as consideration for services provided in connection with the 
placement and execution of private placements to fund current year operations, consultation for providing 
strategic relationships, payment of legal fees, and the lease of a temporary corporate residence.  The Company 
recorded an expense of $870,807 in connection with these transactions.

During the year ended December 31, 2001, the Company granted stock options to acquire 1,900,000 shares of 
common stock to its investment banker as compensation for services rendered. These options were fully 
vested and exercised immediately.  Proceeds from the exercise amounted to $114,500, net of issuance costs of 
$15,000.  The Company held subscriptions receivable of $345,500 at December 31, 2001 in connection with 
the exercise of these options. During the2002 year the Company received $316,500 of these subscriptions.

During the year ended December 31, 2002, the Company issued 2,052,191 shares, as a result of the direct 
issuance of shares and the exercise of options, as consideration for services provided in connection with the 
placement and execution of private placements to fund current year operations, consultation for providing 
strategic relationships and other consulting services.  The Company recorded an expense of $375,620, for 
these transactions and holdsheld a subscription receivable in the amount of $37,500 for the balance. as of 
December 31, 2002. As of December 31, 2003 this amount is $37,000.

During the year ended December 31, 2002, the Company issued 115,400 shares to satisfy certain accounts 

The accompanying notes are an integral part of the consolidated financial statements.
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payable valued at approximately $45,000 and recorded debt forgiveness of $16,150.

During the year ended December 31, 2003, the Company issued 3,765,000 warrants in conjunction with 
financing arrangements entered into during 2002 and 2003. All of the warrants are immediately exercisable 
and expire within five years from the date of issuance. 
The warrants were issued at exercise prices that exceed the stock s market value at the time of grant.

During the year ended December 31, 2003, the Company issued 2,086,316 options to acquire the Company s 
common stock to various consultants, a former employee and investment bankers as compensation for 
services performed. These options were fully vested and were exercised.  Proceeds from the exercise of these 
options amounted to $584,122. 

NOTE 8  SHAREHOLDERS EQUITY (continued)

Stock Issued for Cash

During the year ended December 31, 2001, two officers of the Company exercised 110,000 shares of their 
fully vested stock options. The Company recorded $30,000 of cash proceeds from these transactions.

During the year ended December 31, 2002, the Company issued 5,808,286 shares of its common stock in 
exchange for cash and a subscription receivable, pursuant to five private placements executed during the year. 
Cash proceeds from the private placements, net of issuance costs, amounted to approximately 
$1,408,4991,408,500 and have been used to fund current operations. At December 31, 2002 the Company 
held a subscription receivable of $125,000 from one individual, which was paid during January 2003. In 
connection with the private placements the Company issued 224,000 shares of common stock to its 
investment bankers as compensation for services rendered. 

During the year ended December 31, 2003, the Company issued 657,895 shares of its common stock in 
exchange for $250,000 in a private placement agreement. There were no issuance costs associated with this 
transaction.

During the year ended December 31, 2003, the Company issued 120 units of Series A convertible preferred 
stock (each unit consisting of 25 shares of Series A convertible preferred stock and warrants to purchase 
35,000 shares of common stock) pursuant to a private placement completed in July 2003. Cash proceeds from 
the private placement, net of issuance costs amounted to approximately $2,304,000. Because the conversion 
price ($0.38 per share) was below the trading price ($0.78 per share) on the day the financing closed and 
because the shares were immediately convertible the Company fully amortized the beneficial conversion 
element upon closing of the private placement.  As a result the Company recorded a beneficial conversion of 
approximately $2,304,000. 

During December 2003, the Company completed a private placement that raised approximately $1,375,000, 
net of issuance costs. The private placement was Units, each consisting of 100 shares of Series B convertible 
preferred stock and warrants to purchase 35,714 shares of common stock at a price of $0.70 per share. As of 
December 31, 2003 the preferred shares were not issued.

Stock Issued Upon Conversion of Notes Payable

During the year ended December 31, 2001, the Company issued shares of common stock relative to the 
conversion of convertible notes payable.  Total net proceeds from the sale and conversion of the notes was 
$441,250, net of issuance and commission costs of $46,250.

During the year ended December 31, 2002, the Company issued 313,000 shares of common stock relative to 
the conversion of convertible notes payable, and exercised warrant rights in the amount of $85,650.

The accompanying notes are an integral part of the consolidated financial statements.
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Deferred Compensation
Adjustment For Option Awards

During the year ended December 31, 2002, the Company reduced the exercise price of 615,000 options to purchase 
common stock, previously issued to the CEO. Under APB No. 25 the intrinsic value of the option has been changed 
which has triggered variable accounting for these options. The provisions of APB No. 25 require the Company to 
reevaluate the amount of deferred  compensation at the end of each quarter or reporting period.NOTE 8  
SHAREHOLDERS (DEFICIT) EQUITY (Continued) For the year ended December 31, 20022003 the difference 
between the exercise price and the fair market value of the Company s common stock was $0.20.   has increased by 
$0.20 per share.  Accordingly, the Company has recorded deferred compensation for the year of $123,000 in the 
accompanying consolidated financial statements. (See Note 1).

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 8  SHAREHOLDERS EQUITY (continued)

Stock Options

In 1997, the Company adopted a stock option plan (the Plan ) under which options to purchase up to 
500,000 shares of common stock may be granted to officers, employees or directors of the Company, as well 
as consultants, independent contractors or other service providers of the Company.  Both incentive and 
nonqualified options may be granted under the Plan.  Incentive options may be granted at an exercise price 

equal to the fair market value of the shares at the date of grant while nonqualified options may be granted at 
an exercise price determined by the Board of Directors.  Individual option agreements will contain such 
additional terms as may be determined by the Board of Directors at the time of the grant.  The Plan provides 
for grants of options with a term of up to 10 years.  Incentive options must be granted with exercise prices 
equal to the fair market value on the date of grant, except that incentive options granted to persons owning 
stock possessing more than 10% of the total combined voting power of all classes of stock of the Company 
may not be granted at less than 110% of the fair market value on the date of grant.  The Company amended 
the Plan to increase the number of options to purchase 5,000,000 shares of common stock in 2000 and in 
2001 increased the number of options to purchase 10,000,000 shares of common stock.

The Company has elected to account for nonqualified grants and grants under its Plan following APB No. 
25, SFAS No. 148, which amended SFAS No. 123, and related interpretations.  Accordingly, compensation 
costs of approximately $0 and $107,000 and $158,000 have been recognized for nonqualified options for the 
years ended December 31, 20022003 and 2001, respectively.  In November 1999, the Company extended the 
expiration date on options previously granted to the CEO to purchase 480,000 shares of common stock.  The expiration 
date was extended by five years to December 31, 2005.  No additional compensation cost has been recognized on the 
extension of the expiration date as there was no change in the intrinsic value of the options.  During the year ended 
December 31, 2001, the CEO exercised 100,000 options and the remaining 380,000 options expired unexercised upon 
his resignation2002, respectively.

A summary of the activity of the stock options for the years ended December 31, 20022003 and 20012002 is as 
follows:

 Year ended                           Year ended   
Year ended

    December 31, 2003         December 31, 2002

     

 

          December 31, 2001 Weighted

Weighted  
Average Weighted  Average   

Average  

 

Exercise    Exercise  

 

Exercise
Shares   Price     Shares   Price    

Price    
Shares   

Price  
Outstanding at beginning of  

 period 7,424,600 $

          

 0.27 5,848,200 $             0.28 

               

2,411,000     $
1.32

Granted 1,700,000              0.45 2,375,400                0.29
Cancelled                    7,662,200 0.24Canceled-

The accompanying notes are an integral part of the consolidated financial statements.
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(16,000)               
0.10 

                 
(125,000) 1.10

Exercised (1,250,000)

            
 0.23 (568,000) 

        
 0.23

               
(3,070,000) 0.23

Expired (321,000)

            
 0.70 (215,000)

               
0.34

      

               (1,030,000) 1.18

Outstanding at end of period 7,549,600 $           0.32 7,424,600 $             0.27   
5,848,200

$ 0.28

Exercisable at end of period 6,603,600 $           0.32 7,424,600 $             0.27

 

4,882,700 $
0.28

Weighted-average fair value of options
   granted during the period $        0.29

  

$     0.24           
0.45

$             0.29

Weighted-average remaining contractual
life of options outstanding at end of period      2.7 years         3.2 years

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 8  SHAREHOLDERS EQUITY (continued)

The following table summarizes information about stock options outstanding as of December 31, 2003:

        Range of       Number Weighted-average     Weighted-average         Number
 Weighted-average

  Exercise    Outstanding,       Remaining         Exercise      Exercisable,     Exercise

     

 Prices

     

 end of period  Contractual Life

                        

 4.8Price

    

end

 

of

 

period

   

Price

$0.11-0.25 5,703,600 2.5 years $0.22 5,703,600 $0.22
  0.32-0.66 1,650,000 3.6 years              0.56    700,000 0.49
  1.00-1.00        200,000    3.1 years              1.00 200,000 1.00

$0.11-1.00     7,553,600 2.7 years             0.32 6,603,600 $0.27

The

 

following

 

table

 

summarizes

 

information

 

about

 

stock

 

purchase

 

warrants

 

outstanding

 

as

 

of

 

December

 

31,

 

2003.

Range of Number of Weighted-average  Weighted-average 
  Exercise Warrants     Remaining Exercise 

Prices    Outstanding Contractual Life

 

    Price
0.40  0.75 2,065,000 4.4 years 0.57
2.00  5.00 150,000 0.3 years 4.40

$ 0.22  5.00 4,314,443 3.6 years $ 0.58

[$0.22  0.38       2,099,443 3.2 years $ 0.32]

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 9 - INCOME TAXES

Deferred income taxes reflect the net tax effects of the temporary differences between the carrying amounts of 
assets and liabilities for financial reporting and the amounts used for income tax purposes.  

The tax effect of temporary differences consisted of the following as of December 31:

2002

       

2001

                   

2003

            

2002
Deferred tax assets:
   Net operating loss carryforwards $ 6,394,000 $ 5,391,000

$ 4,377,000
   Compensation element of stock options issueditems 909,000 1,132,000

982,000
   Startup costs capitalized for income tax purposes 75,000- 75,000
   Other 7,000- 7,000
      Gross deferred tax assets 7,303,000  6,605,000

5,441,000

      Deferred tax liabilities (206,000) -

      Less valuation allowance (7,097,000) 

 

(6,605,000)
(5,441,000)

      Deferred tax liabilities - - 

$ - $ - 

Realization of deferred tax assets is dependant upon sufficient future taxable income during the period that 
deductible temporary differences and carryforwards are expected to be available to reduce taxable income.  As 
the achievement of required future taxable income is uncertain, the Company recorded a valuation allowance.  
The valuation allowance increased by $1,164,000492,000 from 2001.2002.

As of December 31, 2002, the Company has net operating loss carryforwards for both federal and state 
income tax purposes. Federal net operating loss carryforwards totaling approximately $13,544,000 expire as 
follows: $194,000 in 2011, $322,000 in 2012, $3,609,000 in 2018, $2,935,000 in 2019, $1,580,000 in 2020, 
$2,111,000 in 2021 and $2,793,000 in 2022.15,661,000 expire through 2023.  State net operating loss 
carryforwards totaling approximately $12,933,000 expire as follows:  $3,608,000 in 2003, $2,930,000 in 
2004, $1,579,000 in 2005, $2,109,000 in 2006 and $2,707,000 in 2007.  Due to Internal Revenue Service 
regulations,15,649,000 expire through 2013.  Under federal and California law the availability of the 
operating loss carryforwards may be limited upon a substantial change in ownership.

A reconciliation of the effective tax rates with the federal statutory rate is as follows as of December 31: 

            2003              2002    
2001       

Income tax benefit at statutory rate $ 435,000 $ 948,000
$ 773,000

Change in valuation allowance (492,000) (1,164,000)
(861,000)

Nondeductible expenses (1,00010,000) (1,000)
State income taxes, net 72,000  158,000 129,000

The accompanying notes are an integral part of the consolidated financial statements.
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Other  (8,343)

 
55,444

$ (3,343) (44,420)$ (3,556)
$ (4,420)

NOTE 10- OTHER INCOME

During the year ended December 31, 20022003

 

and

 

2002,

 

the Company recognized approximately 
$128,000162,700

 

and

 

approximately

 

128,000,

 

respectively,

 

of income through the forgiveness of accountsa

 

note

 

payable,

 

and

  

and

 

the forgiveness of interest upon the renegotiation

 

of

 

a

 

note

 

payable

 

to

 

a

 

shareholderrecognition of the Statute of Limitations with regards to a licensing agreement described in Note 7.

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 11  MANAGEMENT S PLANS FOR FUTURE OPERATIONS AND FINANCING

The accompanying consolidated financial statements have been prepared assuming that the Company will 
continue as a going concern.  However, the Company has experienced cumulative losses since its inception of 
approximately $19,754,000, inclusive of noncash charges for capital stock, options and warrant issuance-
related activity of approximately $6,006,000.  The cumulative losses have reduced net shareholders equity to 
a deficit of approximately $41,000 as of December 31, 2002.  At present, the Company s working capital may 
not be sufficient to meet the Company s objectives as structured.  Although these conditions indicate that the 
Company may be unable to continue as a going concern, management did anticipate that considerable losses 
would be incurred before the Company became self-sustaining.  The consolidated financial statements do not 
include any adjustments that might result from the outcome of this uncertainty.

 Based on current contract negotiations, management believes the Company will generate sufficient revenues 
and cash flows from software licensing agreements to meet its current obligations during the year ending 
December 31, 2003.  To the extent such revenues are not realized, management believes it has the ability to 
raise additional capital to cover its current obligations until sufficient software licensing revenues and cash 
flows can be achieved by the Company.

NOTE 12 - SUBSEQUENT EVENT

On March 31, 2003, pursuant to management s plan to raise additional capital discussed above, the Company 
entered into a financing agreement to raise up to $3.0 million.   Under the terms of agreement the Company 
will issue a private placement memorandum offering Units consisting of 25 shares of the Company s Series 
A Preferred Stock with warrants to purchase the Company s common stock. In conjunction with this 
financing the Company has enlisted three co-placement agents, each of whom will receive compensation in 
the form of cash and warrants to purchase common stock in the Company.

The accompanying notes are an integral part of the consolidated financial statements.
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 (Unaudited)

 
ASSETS

Current assets:

Cash and cash equivalents $              1,532,643 

Accounts receivable, net of allowances                272,725 

Prepaid expenses and other current assets                  57,236 

Subscription receivable

 

                         - 

Total current assets

 

             1,862,604 

Noncurrent assets:

Deposits                    6,379 

Property and equipment, net                  33,947 

Capitalized software, net

 

               794,429 

Total noncurrent assets

 

               834,755 

Total assets $              2,697,359 
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(Unaudited)

LIABILITIES AND SHAREHOLDERS' DEFICIT

 Current liabilities: 

 Accounts payable 

 

$ 
         145,970 

 Accrued expenses          234,413 

 Current portion of capital lease obligation                  -   

 Deferred compensation          252,150 

 Notes payable 

 

                 -   

 Total current liabilities 

 

         632,533 

 Shareholders' equity: 

 Preferred stock, $.0001 par value, 10,000,000 

   shares authorized, 3,000 shares of Series A preferred    

    stock issued and outstanding                   1 

 Common stock, $.00001 par value; 100,000,000 

   shares authorized; 29,214,254 

   shares issued and outstanding and , 

    1,584,463 issuable 308

 Additional paid-in capital      25,058,425 

 Receivable from exercise of options          (66,000)

 Accumulated deficit 

 

   (22,927,908)

 

Total shareholders equity 

 

      2,064,826 

 

Total liabilities and shareholders equity 

 

$ 
      2,697,359 
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(Unaudited)

Nine Months Ended September 30, Three Months Ended September 30,

2003 2002 2003 2002

Revenue: $ 472,475 $      209,803 $
      

147,675 $       17,863 
Operating expenses:

Salaries and payroll expenses      543,675      660,048 
      

196,258     198,158 

Stock-based compensation      129,150        98,400 

Other operating expenses

 

     817,251 

 

  1,423,944 

 

      
310,994 

 

    517,655 

Total expenses from operations 

 

   1,490,076 

 

  2,083,992 

 

      
605,652 

 

    715,813 

Loss

 

from

 

operations

 

before

 

financial

 

expense and income taxes  (1,017,601)  (1,874,189)
    

(457,977)    (697,950)
Financial income (expense):

Interest income          2,788            516          2,787               1 

Other income      162,718         2,133 
      

162,718             -   
Interest expense

 

     (14,812)

 

     (20,427)

 

              -   

 

      (6,078)

Total financial expense

 

     150,694 

 

     (17,778)

 

      
165,505 

 

      (6,077)

Loss from operations before 
income taxes     (866,907)  (1,891,967)

    
(292,472)    (704,027)

Income tax expense

 

       (3,266)

 

       (3,469)

 

        
(1,755)

 

         (987)

Loss before extraordinary gain     (870,173)  (1,895,436)
    

(294,227)    (705,014)
Extraordinary gain on partial cancellation

of notes payable, net of $0 in income
taxes ($0.00 per share)              -          28,966               -               -   

Net loss $ (870,173) $ (1,866,470) $
    

(294,227) $    (705,014)

Basic and diluted net loss per share $          (0.03) $         (0.07) $          (0.01) $         (0.03)

Shares used to compute basic and diluted 
net loss per share     29,843,161    27,778,883     30,436,685    24,859,994 
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Nine months ended September 30,

2003 2002
Cash flows from operating activities:

Net loss from operations $     (870,173) $  (1,866,470)
Adjustments to reconcile net loss to net cash flows

used in operating activities:
Extraordinary gain on forgiveness of debt     (162,718)      (28,966)
Depreciation and amortization      240,046      256,895 
Issuance of common stock, options and warrants

for consulting fees and compensation      216,848      398,788 
Changes in operating assets and liabilities:

(Increase) decrease in:
Accounts receivable     (164,733)      151,812 
Prepaid expenses and other current assets       (49,927)      243,603 

Increase (decrease) in:
Deferred compensation      129,150              -   
Accounts payable and accrued expenses     (229,421)         5,639 

Net cash flows used in operating activities

 

    (890,928)

 

   (838,699)

Cash flows from investing activities:
Decrease (increase) in deposits          3,420        (5,515)
Purchase of property and equipment       (16,848)      (11,830)
Capitalization of software development cost     (359,905)        (5,654)

Net cash flows used in investing activities

 

    (373,333)

 

     (22,999)

Cash flows from financing activities:
Net proceeds from the issuance of common stock      455,000      843,800 
Net proceeds from the issuance of preferred stock    2,304,214              -   
Receipt of subscription receivable      125,000              -   
Borrowings on notes payable              -          72,000 
Payments on notes payable     (145,000)      (54,200)
Principal payments under capital lease        (2,653)        (4,930)

Net cash flows provided by financing activities

 

   2,736,561 

 

     856,670 

Net increase (decrease) in cash    1,472,300        (5,028)

Cash at beginning of period

 

       60,343 

 

       12,045 

Cash at end of period $    1,532,643 

 

$         7,017 

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:
Cash paid during the period for:

Interest $          3,758 $        20,427 
Income taxes $          3,266 $         3,469 

Supplemental

 

disclosures

 

of

 

non-cash

 

investing

 

and

 

financing

 

activities:
Receivable from exercise of options $              -   $      133,000 
Retirement of debt and accounts payable for stock issued $          1,348 $              -   

Beneficial conversion feature of preferred offering        

 

 $ 2,304,214    

 

 $                -
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Basis of Presentation

These

 
consolidated

 
financial

 
statements

 
of

 
VirtGame

 
Corp.

 
(the

 
Company )

 
do

 
not

 
include

 
all

 
of

 
the

 
information

 
and

 
footnotes

 
required

 
by

 
accounting

 
principles

 
generally

 
accepted

 
in

 
the

 
United

 
States

 
of

 
America

 
for

 
complete

 
financial

 
statements

 
and

 
should

 
be

 
read

 
in

 
conjunction

 
with

 
the

 
financial

 
statements

 
and

 
notes

 
thereto

 
included

 
in

 
the

 
Company s

 
Form

 
10-KSB

 
for

 
2002.

 
In

 
the

 
opinion

 
of

 
management,

 
the

 
financial

 
information

 
set

 
forth in the accompanying consolidated financial statements reflects all adjustments necessary for a fair statement of

 
the

 
periods

 
reported,

 
and

 
all

 
such

 
adjustments

 
were

 
of

 
a

 
normal

 
and

 
recurring

 
nature.

  
Interim

 
results

 
are

 
not

 
necessarily indicative of results for a full year.

Private Placement

During

 

December

 

2002

 

to

 

April

 

2003

 

we

 

sold

 

1,000,000

 

of

 

our

 

common

 

stock

 

at

 

$0.50

 

a

 

share

 

to

 

two

 

accredited

 

investors

 

for

 

an

 

aggregate

 

purchase

 

price

 

of

 

$500,000

 

under

 

private

 

placements

 

that

 

had

 

anti-dilution

 

clauses.

  

During

 

the

 

third

 

quarter

 

of

 

year

 

2003

 

an

 

additional

 

315,788

 

shares

 

of

 

common

 

stock

 

and

 

warrants

 

to

 

purchase

 

700,000

 

shares

 

of

 

common

 

stock,

 

exercisable

 

at

 

$0.38

 

per

 

share

 

where

 

issued

 

to

 

these

 

two

 

investors

 

in

 

accordance with the anti-dilution clauses of these two private placements.  

In

 

July

 

2003

 

we

 

completed

 

a

 

private

 

placement

 

offering

 

of

 

120

 

units

 

of

 

our

 

securities,

 

at

 

$25,000

 

per

 

unit,

 

through

 

Lighthouse

 

Financial

 

Group,

 

LLC,

 

Keane

 

Securities

 

Co.,

 

Inc.

 

and

 

McMahan

 

Securities

 

Co.,

 

L.P.,

 

as

 

co-
placement

 

agents.

  

We

 

received

 

$2,304,214

 

of

 

net

 

proceeds

 

through

 

the

 

private

 

placement.

  

Each unit consists of 25

 

shares

 

of

 

our

 

Series

 

A

 

preferred

 

stock

 

and

 

35,000

 

common

 

stock

 

purchase

 

warrants.

  

The

 

following

 

is

 

a

 

brief

 

summary of the terms of the Series A Preferred Stock and Unit Warrants:

The Series A Preferred Stock has a liquidation preference of $1,000 per share. 

Each share of Series A preferred stock is convertible into shares of our common stock at a conversion price

 

equal

 

to

 

$0.38

 

per

 

share,

 

or

 

at

 

a

 

rate

 

of

 

one

 

common

 

share

 

for

 

each

 

$0.38

 

of

 

liquidation

 

preference, subject

 

to

 

certain

 

anti-dilution

 

rights,

 

including

 

a

 

downward

 

adjustment

 

in

 

the

 

conversion

 

price

 

in

 

the

 

event

 

of

 

our

 

sale

 

of

 

any

 

common

 

shares

 

over

 

the

 

24

 

month

 

period

 

following

 

the

 

termination

 

date

 

of

 

the

 

offering

 

at

 

a

 

price less than $0.33 per share.  

The Series A preferred stock will vote with the common shares. 

The

 

warrants

 

made

 

part

 

of

 

the

 

units

 

will

 

entitle

 

their

 

holders

 

to

 

purchase

 

one

 

share

 

of

 

our

 

common

 

stock,

 

over a five-year period, at an exercise price of $0.38 per share. 

On the date of issuance our preferred shares were convertible as described above.  The conversion price of 
the units on the issuance date was below the market value of our common stock; as a result, we have recorded a 
beneficial conversion feature amounting to $2,304,214 which has been recorded as of the date of issuance.

Use of estimates

The

 

preparation

 

of

 

financial

 

statements

 

in

 

conformity

 

with

 

accounting

 

principles

 

generally

 

accepted

 

in

 

the

 

United

 

States

 

of

 

America

 

requires

 

management

 

to

 

make

 

estimates

 

and

 

assumptions

 

that

 

affect

 

the

 

reported

 

amounts

 

of

 

assets

 

and

 

liabilities

 

and

 

disclosure

 

of

 

contingent

 

assets

 

and

 

liabilities

 

at

 

the

 

date

 

of

 

the

 

financial

 

statements

 

and

 

reported

 

amounts

 

of

 

revenues

 

and

 

expenses

 

during

 

the

 

reporting

 

period.

  

Actual

 

results

 

could

 

differ

 

from

 

those

 

estimates.

SIGNIFICANT ACCOUNTING POLICIES

Revenue recognition

The Company generates revenue as an application software provider for the gaming and lottery industries. 

Software license fee revenue and related accounting pronouncements
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In

 
December

 
1999,

 
the

 
SEC

 
staff

 
issued

 
Staff

 
Accounting

 
Bulletin

 
(SAB)

 
No.

 
101,

 
Revenue

 
Recognition,

 
which

 
summarized

 
the

 
SEC

 
staff s

 
views

 
regarding

 
the

 
recognition

 
and

 
reporting

 
of

 
revenues

 
in

 
certain

 
transactions.

 
The

 
implementation

 
of

 
SAB

 
No.

 
101

 
does

 
not

 
require

 
the

 
Company

 
to

 
change

 
the

 
method

 
by

 
which it recognizes revenues.

 
 Revenues are recognized principally as services are provided to customers.

 
 Amounts

 
billed

 
in

 
advance

 
are

 
recorded

 
as

 
current

 
or

 
long-term

 
deferred

 
revenue

 
on

 
the

 
balance

 
sheet,

 
with

 
current

 
deferred

 
revenue

 
reflecting

 
services

 
expected

 
to

 
be

 
provided

 
within

 
the

 
next

 
twelve

 
months.

  
During

 
the

 
quarter

 
ended

 
September 30, 2003 the Company recorded $0 in deferred revenues. 

The

 
Company

 
recognizes

 
software

 
license

 
fee

 
revenue

 
in

 
accordance

 
with

 
the

 
provisions

 
of

 
Statement

 
of

 
Position

 
(SOP)

 
97-2,

 
Software

 
Revenue

 
Recognition,

 
as

 
amended

 
by

 
SOP

 
98-9,

 
Software

 
Revenue

 
Recognition,

 

With

 

Respect

 

to

 

Certain

 

Transactions.

  

Software

 

license

 

fees

 

represent

 

revenues

 

related

 

to

 

licenses

 

for

 

software

 

delivered

 

to

 

customers

 

for

 

in-house

 

applications.

  

Revenues

 

from

 

single-element

 

software

 

license

 

agreements

 

are

 

recognized

 

upon

 

shipment

 

of

 

the

 

software.

  

Revenues

 

from

 

software

 

arrangements

 

involving

 

multiple

 

elements

 

are

 

allocated

 

to

 

the

 

individual

 

elements

 

based

 

on

 

their

 

relative

 

fair

 

values.

  

If

 

services

 

are

 

considered

 

essential

 

to

 

the

 

functionality

 

of

 

the

 

software

 

products,

 

both

 

the

 

software

 

product

 

revenue

 

and

 

service

 

revenue

 

are

 

recognized

 

using

 

the

 

percentage

 

of

 

completion

 

method

 

in

 

accordance

 

with

 

the

 

provisions

 

of

 

SOP

 

81-1,

 

Accounting

 

for

 

Performance

 

of

 

Construction

 

Type

 

and

 

Certain

 

Production

 

Type

 

Contracts.

   

Contract

 

revenues

 

are

 

recognized

 

based

 

on

 

labor

 

hours

 

incurred

 

to

 

date

 

compared

 

to

 

total

 

estimated

 

labor

 

hours

 

for

 

the

 

contract.

  

Contract

 

costs

 

include

 

all

 

direct

 

labor,

 

direct

 

material

 

and

 

indirect

 

costs

 

related

 

to

 

contract

 

performance.

  

Selling,

 

general

 

and

 

administrative

 

costs

 

are

 

charged

 

to

 

expense

 

as

 

incurred.

  

Provisions

 

for

 

estimated

 

losses

 

on

 

uncompleted

 

contracts

 

are

 

recorded

 

in

 

the

 

period

 

in

 

which

 

such

 

losses

 

become

 

probable

 

based

 

on

 

the

 

current

 

contract

 

estimates.

  

Hosting

 

fees

 

represent

 

revenues

 

from

 

post-contract

 

customer

 

support

 

services

 

where

 

the

 

Company's

 

software

 

is

 

resident

 

on

 

a

 

company

 

server and are recognized ratably over the hosting period.  Event fees are recognized as the events take place.

Capitalized Software 

Effective

 

January

 

1,

 

1999

 

the

 

Company

 

adopted

 

Statement

 

of

 

Position

 

( SOP )

 

98-1,

 

Accounting

 

for

 

the

 

Costs

 

of

 

Computer

 

Software

 

Developed

 

or Obtained for Internal

 

Use.

 

 Among other provisions, SOP 98-1 requires

 

that

 

entities

 

capitalize

 

certain

 

internal-use

 

software

 

costs

 

once

 

certain

 

criteria

 

are

 

met.

  

Under

 

SOP

 

98-1,

 

overhead,

 

general

 

and

 

administrative

 

and

 

training

 

costs

 

are

 

not

 

capitalized.

  

In

 

addition,

 

certain

 

computer

 

software

 

costs

 

are

 

capitalized

 

in

 

accordance

 

with

 

SFAS

 

No.

 

86,

 

Accounting

 

for

 

the

 

Costs

 

of

 

Computer

 

Software

 

to

 

Be

 

Sold,

 

Leased

 

or

 

Otherwise

 

Marketed,

 

and

 

are

 

reported

 

at

 

the

 

lower

 

of

 

unamortized

 

cost

 

or

 

net

 

realizable

 

value.

  

Capitalized

 

software

 

is

 

amortized

 

over

 

five

 

years

 

and

 

the

 

amortization

 

expense

 

for

 

the

 

quarters

 

ended

 

September

 

30,

 

2003

 

and

 

2002

 

was

 

$80,892

 

and

 

$70,662

 

respectively.

  

Research

 

and

 

development

 

costs

 

expensed

 

for

 

the

 

quarters

 

ended

 

September 30, 2003 and 2002 were $112,434 and $106,793 respectively.

Income (Loss) per common share

Basic

 

income

 

(loss)

 

per

 

common

 

share

 

has

 

been

 

computed

 

on

 

the

 

basis

 

of

 

the

 

weighted-average

 

number

 

of

 

common

 

shares

 

outstanding

 

The

 

common

 

shares

 

issuable

 

upon

 

exercise

 

of

 

employee

 

stock

 

options

 

and

 

stock

 

warrants

 

have

 

not

 

been

 

included

 

in

 

the computation of diluted loss per common share because their inclusion would

 

have had an anti-dilutive effect.  

The

 

Company

 

has

 

elected

 

to

 

account

 

for

 

its

 

stock-based

 

compensation

 

plans

 

under

 

APB

 

25.

  

However,

 

the

 

Company

 

has

 

computed,

 

for

 

pro

 

forma

 

disclosure

 

purposes,

 

the

 

value

 

of

 

all

 

options

 

granted

 

during

 

the

 

period

 

ending

 

September

 

30,

 

2003

 

and

 

2002

 

using

 

the

 

minimum

 

value

 

method

 

as

 

prescribed

 

by

 

Statement

 

of

 

Financial

 

Accounting

 

Standards

 

No.

 

123

 

(SFAS

 

123),

 

as

 

amended

 

by

 

SFAS

 

No.

 

148.

  

Under

 

this

 

method,

 

the

 

Company

 

used

 

the

 

risk-free

 

interest

 

rate

 

at

 

the

 

date

 

of

 

grant,

 

the

 

expected

 

volatility,

 

the

 

expected

 

dividend

 

yield

 

and

 

the

 

expected

 

life

 

of

 

the

 

options

 

to

 

determine

 

the

 

fair

 

value

 

of

 

options

 

granted.

  

The

 

risk-free

 

interest

 

rates

 

of

 

4.5%,

 

expected

 

volatility

 

of

 

224%,

 

the

 

dividend

 

yield

 

was

 

assumed

 

to

 

be

 

zero,

 

and

 

the

 

expected

 

life

 

of

 

the

 

options

 

was

 

assumed

 

to

 

be three to five years based on the vesting period of options granted.

If

 

the

 

Company

 

had

 

accounted

 

for

 

these

 

options

 

in

 

accordance

 

with

 

SFAS

 

123,

 

the

 

total

 

value

 

of

 

options

 

granted

 

during

 

the

 

periods

 

ending

 

September

 

2003

 

and

 

2002

 

would

 

be

 

amortized

 

on

 

a

 

pro

 

forma

 

basis

 

over

 

the

 

vesting period of the options.  Thus, the Company's consolidated net loss would have been as follows: 

Nine-Months Ending September 30, 2003 2002

Net loss:
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As reported ($870,173) ($1,866,470)
Pro forma ($870,173) ($2,028,467)

Loss per Share:
As reported ($0.03) ($0.07)
Pro forma ($0.03) ($0.08)

Recent Accounting Standards

In

 
April

 
2002,

 
the

 
FASB

 
SFAS

 
No.

 
145,

 
"Rescission

 
of

 
FASB

 
Statements

 
No.

 
4,

 
44,

 
and

 
64,

 
Amendment

 
of FASB Statement No. 13, and Technical Corrections." SFAS No. 145 rescinds SFAS No. 4, "Reporting Gains and

 

Losses

 

from

 

Extinguishment

 

of

 

Debt,"

 

and

 

an

 

amendment

 

of

 

that

 

SFAS,

 

SFAS

 

No.

 

64,

 

"Extinguishment

 

of

 

Debt

 

Made

 

to

 

Satisfy

 

Sinking-Fund

 

Requirements."

 

SFAS

 

No.

 

145

 

also

 

rescinds

 

SFAS

 

No.

 

44,

 

"Accounting

 

for

 

Intangible

 

Assets

 

of

 

Motor

 

Carriers."

  

Further,

 

SFAS

 

No.

 

145

 

amends

 

SFAS

 

No.

 

13,

 

"Accounting

 

for

 

Leases,"

 

to

 

eliminate

 

an

 

inconsistency

 

between

 

the

 

required

 

accounting

 

for

 

sale-leaseback

 

transactions

 

and

 

the

 

required

 

accounting

 

for

 

certain

 

lease

 

modifications

 

that

 

have

 

economic

 

effects

 

that

 

are

 

similar

 

to

 

sale-leaseback

 

transactions.

 

SFAS

 

No.

 

145

 

also

 

amends

 

other

 

existing

 

authoritative

 

pronouncements

 

to

 

make

 

various

 

technical

 

corrections,

 

clarify

 

meanings,

 

or

 

described

 

their

 

applicability

 

under

 

changed

 

conditions.

 

This

 

pronouncement

 

requires

 

gains

 

and

 

losses

 

from

 

extinguishment

 

of

 

debt

 

to

 

be

 

classified

 

as

 

an

 

extraordinary

 

item

 

only

 

if

 

the

 

criteria

 

in

 

Accounting

 

Principles

 

Board

 

Opinion

 

No.

 

30,

 

"Reporting

 

the

 

Results

 

of

 

Operations--Reporting

 

the

 

Effects

 

of

 

Disposal

 

of

 

a

 

Segment

 

of

 

a

 

Business,

 

and

 

Extraordinary,

 

Unusual

 

and

 

Infrequently

 

Occurring

 

Events

 

and

 

Transactions,"

 

have

 

been

 

met.

 

Further,

 

lease

 

modifications

 

with

 

economic

 

effects

 

similar

 

to

 

sale-leaseback

 

transactions

 

must

 

be

 

accounted

 

for

 

in

 

the

 

same

 

manner

 

as

 

sale-leaseback

 

transactions.

 

The

 

provisions

 

of

 

SFAS

 

No.

 

145

 

related

 

to

 

the

 

rescission of SFAS No. 4 shall be applied in fiscal years beginning after May 15, 2002. The provisions of SFAS No.

 

145

 

related

 

to

 

Statement

 

13

 

shall

 

be

 

effective

 

for

 

transactions

 

occurring

 

after

 

May

 

15,

 

2002.

 

The

 

adoption

 

of

 

SFAS

 

No.

 

145

 

did

 

not

 

have

 

a

 

material

 

impact

 

on

 

the

 

Company's

 

consolidated

 

financial

 

position

 

or

 

results

 

of

 

operations.

 

Prior period gains on extinguishment of debt have been reclassified to conform to the current period presentation.

In

 

November

 

2002,

 

the

 

Financial

 

Accounting

 

Standards

 

Board

 

(FASB)

 

issued

 

FASB

 

Interpretation

 

(FIN)

 

No.

 

45,

 

Guarantor s

 

Accounting

 

and

 

Disclosure

 

Requirements

 

for

 

Guarantees,

 

Including

 

Indirect

 

Guarantees

 

of

 

Indebtedness

 

of

 

Others.

 

FIN

 

No.

 

45

 

elaborates

 

on

 

previously

 

existing

 

disclosure

 

requirements

 

for

 

most

 

guarantees.

 

It

 

also

 

clarifies

 

that

 

at

 

the

 

time

 

a

 

company

 

issues

 

a

 

guarantee,

 

the

 

company

 

must

 

recognize

 

an

 

initial

 

liability

 

for

 

the

 

fair

 

value,

 

or

 

market

 

value,

 

of

 

the

 

obligations

 

it

 

assumes

 

under

 

the

 

guarantee

 

and

 

must

 

disclose

 

that

 

information

 

in

 

its

 

financial

 

statements.

 

The

 

provisions

 

related

 

to

 

recognizing

 

a

 

liability

 

at

 

inception

 

of

 

the

 

guarantee

 

for

 

the

 

fair

 

value

 

of

 

the

 

guarantor s

 

obligations

 

does

 

not

 

apply

 

to

 

product

 

warranties

 

or

 

to

 

guarantees

 

accounted

 

for

 

as

 

derivatives.

 

FIN

 

No.

 

45

 

also

 

requires

 

expanded

 

disclosures

 

regarding

 

product

 

warranty

 

expense.

 

The

 

initial

 

recognition

 

and

 

initial

 

measurement

 

provisions

 

apply

 

on

 

a

 

prospective

 

basis

 

to

 

guarantees

 

issued

 

or

 

modified

 

after

 

December

 

31,

 

2002.

  

The

 

adoption

 

of

 

this Statement

 

is

 

not

 

expected

 

to have

 

a

 

material

 

effect

 

on

 

the

 

consolidated

 

financial statements.

In

 

January

 

2003

 

the

 

FASB

 

issued

 

FASB

 

Interpretation

 

(FIN)

 

No. 46,

 

Consolidation

 

of

 

Variable

 

Interest

 

Entities, an interpretation of ARB

 

No. 51.

  

This interpretation provides guidance on: 1) the identification of entities

 

for

 

which

 

control

 

is

 

achieved

 

through

 

means

 

other

 

than

 

through

 

voting

 

rights,

 

known

 

as

 

variable

 

interest

 

entities

 

(VIEs);

 

and

 

2)

 

which

 

business

 

enterprise

 

is

 

the

 

primary

 

beneficiary

 

and

 

when

 

it

 

should

 

consolidate

 

the

 

VIE.

 

This

 

new

 

model

 

for

 

consolidation

 

applies

 

to

 

entities:

 

1)

 

where

 

the

 

equity

 

investors

 

(if

 

any)

 

do

 

not

 

have

 

a

 

controlling

 

financial

 

interest;

 

or

 

2)

 

whose

 

equity

 

investment

 

at

 

risk

 

is

 

insufficient

 

to

 

finance

 

that

 

entity s

 

activities

 

without

 

receiving

 

additional

 

subordinated

 

financial

 

support

 

from

 

other

 

parties.

 

In

 

addition,

 

this

 

interpretation

 

requires

 

that

 

both

 

the

 

primary

 

beneficiary

 

and

 

all

 

other

 

enterprises

 

with

 

a

 

significant

 

variable

 

interest

 

in

 

a

 

VIE

 

make

 

additional

 

disclosures.

 

This

 

interpretation

 

is

 

effective

 

for

 

all

 

new

 

VIEs

 

created

 

or

 

acquired

 

after

 

January 31,

 

2003.

 

For

 

VIEs

 

created

 

or

 

acquired

 

prior

 

to

 

February 1,

 

2003,

 

the

 

provisions

 

of

 

the

 

interpretation

 

must

 

be

 

applied

 

no

 

later

 

than

 

the

 

beginning

 

of

 

the

 

first

 

interim

 

or

 

annual

 

reporting

 

period

 

beginning

 

after

 

June 15,

 

2003.

 

Certain

 

disclosures

 

are

 

effective

 

immediately.

  

The

 

adoption

 

of

 

this Statement

 

is

 

not

 

expected

 

to have

 

a

 

material

 

effect

 

on

 

the

 

consolidated

 

financial statements.

In

 

April

 

2003

 

the

 

FASB

 

issued

 

SFAS

 

No.

 

149,

 

Amendment

 

of

 

Statement

 

133

 

on

 

Derivative

 

Instruments

 

and

 

Hedging

 

Activities.

  

SFAS

 

No.

 

149

 

amends

 

and

 

clarifies

 

financial

 

accounting

 

and

 

reporting

 

for

 

derivative

 

instruments,

 

including

 

certain

 

derivative

 

instruments

 

embedded

 

in

 

other

 

contracts

 

(collectively

 

referred

 

to

 

as

 

derivatives)

 

and

 

for

 

hedging

 

activities

 

under

 

SFAS

 

No.

 

133,

 

Accounting

 

for

 

Derivative

 

Instruments

 

and

 

Hedging

 

Activities.

 

SFAS

 

No. 149 requires that contracts with comparable characteristics be accounted for similarly.

 

 SFAS

 

No.

 

149

 

is

 

effective

 

for

 

contracts

 

entered

 

into

 

or

 

modified

 

after

 

June

 

30,

 

2003,

 

and

 

for

 

hedging

 

relationships
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designated

 
after

 
June

 
30,

 
2003.

  
The

 
adoption

 
of

 
this Statement

 
is

 
not

 
expected

 
to have

 
a

 
material

 
effect

 
on

 
the

 
consolidated financial statements.

In May 2003 the FASB issued SFAS No. 150, Accounting for Certain Financial Instruments with Characteristics 
of both Liabilities and Equity.  SFAS No. 150 establishes standards for how an issuer classifies and measures 

certain financial instruments with characteristics of both liabilities and equity. It requires that an issuer classify a 
financial instrument that is within its scope as a liability (or an asset in some circumstances).  SFAS No. 150 is 
effective for financial instruments entered into or modified after May 31, 2003, and otherwise is effective at the 
beginning of the first interim period beginning after June 15, 2003, except for mandatorily redeemable financial 

instruments of nonpublic entities.  For nonpublic entities, mandatorily redeemable financial instruments are subject 
to the provisions of SFAS No. 150 for the first fiscal period beginning after December 15, 2003.  The adoption of 

this Statement is not expected to have a material effect on the condensed consolidated financial statements.PART II

INFORMATION NOT REQUIRED IN PROSPECTUS

Item 24.  Indemnification of Directors and Officers.

Delaware Statutes

Section 145. Indemnification of Officers, Directors, Employees and Agents; Insurance.

(a)  A corporation shall have power to indemnify any person who was or is a party or is threatened to be 
made a party to any threatened, pending or completed action, suit or proceeding, whether civil, criminal, 
administrative or investigative (other than an action by or in the right of the corporation) by reason of the fact that 
the person is or was a director, officer, employee or agent of the corporation, or is or was serving at the request of 
the corporation as a director, officer, employee or agent of another corporation, partnership, joint venture, trust or 
other enterprise, against expenses (including attorneys fees), judgments, fines and amounts paid in settlement 
actually and reasonably incurred by the person in connection with such action, suit or proceeding if the person acted 
in good faith and in a manner the person reasonably believed to be in or not opposed to the best interests of the 
corporation, and, with respect to any criminal action or proceeding, had no reasonable cause to believe the person s 
conduct was unlawful.  The termination of any action, suit or proceeding by judgment, order, settlement, conviction, 
or upon a plea of nolo contendere or its equivalent, shall not, of itself, create a presumption that the person did not 
act in good faith and in a manner which the person reasonably believed to be in or not opposed to the best interests 
of the corporation, and, with respect to any criminal action or proceeding, had reasonable cause to believe that the 
person s conduct was unlawful.

(b)  A corporation shall power to indemnify any person who was or is a party or is threatened to be made a 
party to any threatened, pending or completed action or suit by or in the right of the corporation to procure a 
judgment in its favor by reason of the fact that the person is or was a director, officer, employee or agent of the 
corporation, or is or was serving at the request of the corporation as a director, officer, employee or agent of another 
corporation, partnership, joint venture, trust or other enterprise against expenses (including attorneys fees) actually 
and reasonably incurred by the person in connection with the defense or settlement of such action or suit if the 
person acted in good faith and in a manner the person reasonably believed to be in or not opposed to the best 
interests of the corporation and except that no indemnification shall be made in respect of any claim, issue or matter 
as to which such person shall have been adjudged to be liable to the corporation unless and only to the extent that 
the Court of Chancery or the court in which such action or suit was brought shall determine upon application that, 
despite the adjudication of liability but in view of all the circumstances of the case, such person is fairly and 
reasonably entitled to indemnity for such expenses which the Court of Chancery or such other court shall deem 
proper.

(c)  To the extent that a present or former director or officer of a corporation has been successful on the 
merits or otherwise in defense of any action, suit or proceeding referred to in subsections (a) and (b) of this section, 
or in defense of any claim, issue or matter therein, such person shall be indemnified against expenses (including 
attorneys fees) actually and reasonably incurred by such person in connection therewith.

(d)  Any indemnification under subsections (a) and (b) of this section (unless ordered by a court) shall be 
made by the corporation only as authorized in the specific case upon a determination that indemnification of the 
present or former director, officer, employee or agent is proper in the circumstances because the person has met the 
applicable standard of conduct set forth in subsections (a) and (b) of this section.  Such determination shall be made, 
with respect to a person who is a director or officer at the time of such determination, (1) by a majority vote of the 
directors who are not parties to such action, suit or proceeding, even though less than a quorum, or (2) by a 
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In May 2002, the Registrant issued 115,400 shares of common stock at $0.39 per share in cancellation of 
$45,000 owed to two vendors.  There was no underwriter or finder involved in the issuances.  The issuances were 
conducted pursuant to Section 4(2) of the 1933 Act.

During the quarter ended September 30, 2002, the Registrant issued 48,000 shares of its common stock at 
$0.25 per shares pursuant to the private placement that was started in March 2001.  

During the quarter ended September 30, 2002, the Registrant issued 220,000 shares of its common stock to 
three consultants in connection with services rendered and 100,000 shares of common stock to a broker dealer as an 
investment-banking fee.  There was no underwriter or finder involved in the issuances.  These issuances were 
conducted pursuant to Section 4(2) of the 1933 Act.  

During the quarter ended December 31, 2002, the Registrant conducted the private placement of 2,034,286 
shares of its common stock for $695,000.  The Registrant utilized a finder and paid as finder's fees $52,000 in cash 
and issued a total of 193,143 warrants to purchase shares of the Registrant's common stock at exercise prices 
ranging between $0.22 and $0.50 per.  These issuances were conducted pursuant to Section 4(2) of the 1933 Act.

During the quarter ended December 31, 2002, the Registrant issued 354,265 shares of its common stock to 
four consultants in connection with services rendered, issued 100,000 shares of common stock to a lender as a loan 
fee and issued 241,426 shares of common stock to an officer as a bonus.  There was no underwriter or finder 
involved in the issuances.  These issuances were conducted pursuant to Section 4(2) of the 1933 Act.

In March 2001, the Registrant commenced a private placement of 16 units of 10% subordinated notes for a 
principal amount of $37,500 per unit, and a warrant to purchase 150,000 shares of common stock of the Registrant.  
To date, all 16 Units were sold for the gross proceeds of $525,000 and subsequently, all holders of these notes 
converted  their notes common.  The Registrant utilized finders and paid as finder's fees 3,100,000 options to buy 
the Registrant's common stock at $0.25 per share, of which 1,300,000 options were exercised during the 2001.  The 
issuance was conducted pursuant to Section 4(2) of the 1933 Act.  

Item 27.  Exhibits.

3.1 Certificate of Incorporation of the Registrant, as amended on June 20, 1996 and January 21, 1997, 
filed as Exhibit 3.1 to the Registrant's Registration Statement on 10-SB dated August 3, 1998.

3.2 Amended and Restated Bylaws of the Registrant, filed as Exhibit 3.2 to the Registrant's 
Registration Statement on 10-SB dated August 3, 1998.

3.3 Certificate of Amendment dated October 26, 1998 to Certificate of Incorporation of the Registrant, 
filed as Exhibit 3.3 to the Registrant's Registration Statement on 10-SB/A dated December 21, 1998.

3.63.4 Certificate of Amendment dated August 25, 1999 to Certificate of Incorporation of the Registrant, 
filed as Exhibit 3.6 to Registration Statement on Form SB-2 filed on September 26, 2003.  

3.73.5 Certificate of Amendment dated January 28, 2002 to Certificate of Incorporation of the Registrant, 
filed as an exhibit to the Registrant s Definitive Information Statement dated January 28, 2002.

3.83.6 Certificate of Designations of Series A Preferred Stock, filed as Exhibit 3.8 to Registration 
Statement on Form SB-2 filed on September 26, 2003.

3.93.7 Certificate of Designations of Series B Preferred Stock, filed as Exhibit 3.9 to Pre-Effective 
Amendment No. 1 to Registration Statement filed on January 12, 2004.

5.1 Opinion of Preston Gates Ellis, LLP, previously filed herewith.

10.1 Software Development, Service and License Agreement dated January 20, 2000 between the 
Registrant and Coast Hotels and Casinos, Inc., filed as Exhibit 10.9 to the Registrant s Annual Report on Form 10-
KSB for the fiscal year ended December 31, 1999.

10.2 Agreement dated August 15, 2001 between the Registrant and Codere LLC, filed  as Exhibit 10.2 
to Registration Statement on Form SB-2 filed on September 26, 2003.
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10.3 Employment Agreement dated July 1, 2001 between the Registrant and Bruce Merati, filed as 
Exhibit 10.10 to the Registrant s Annual Report on Form 10-KSB for the fiscal year ended December 31, 2001.

10.4 Employment Agreement dated January 1, 2002 between the Registrant and Scott A. Walker, filed 
as Exhibit 10.14 to the Registrant s Annual Report on Form 10-KSB for the fiscal year ended December 31, 2001.

10.5 VirtGame Corp. 2002 Stock Option and Grant Plan, filed as Exhibit 10.1 to the Registrant's 
Registration Statement on Form S-8 dated February 8, 2002.

10.6 Exclusive Distributorship Agreement dated July 1, 2002 between the Registrant and Las Vegas 
Dissemination Company, Inc., filed  as Exhibit 10.6 to Registration Statement on Form SB-2 filed on September 26, 
2003.

10.7 Financial Advisory Agreement dated January 2, 2003 between the Registrant and Lighthouse 
Financial Group, LLC filed as Exhibit 10.15 to the Registrant s Annual Report on Form 10-KSB for the fiscal year 
ended December 31, 2002.

10.8 Co-Placement Agent Agreement dated March 31, 2003 between the Registrant and Lighthouse 
Financial Group, LLC and  Keane Securities Co., Inc. and McMahan  Securities Co. L.P., filed as Exhibit 10.16 to 
the Registrant s Annual Report on Form 10-KSB for the fiscal year ended December 31, 2002. 

10.9 Placement Agent Agreement dated October 28, 2003 between the Registrant and McMahan  
Securities Co. L.P., as amended, filed as Exhibit 10.9 to Pre-Effective Amendment No. 1 filed on January 12, 2004.

10.10 Employment Agreement between VirtGame Corp. and Bruce Merati dated October 6, 2003, filed 
as Exhibit 10.1 to the Registrant s Quarterly Report on Form 10-Q for the quarter ended September 30, 2003.

10.10 Employment Agreement between VirtGame Corp. and Glenn E. Wichinski dated September 1, 
2003, filed as Exhibit 10.2 to the Registrant s Quarterly Report on Form 10-Q for the quarter ended September 30, 
2003.

21.1 List of Subsidiaries, filed as Exhibit 21.1 to Registration Statement on Form SB-2 filed on 
September 26, 2003.

23.1 Consent of Preston Gates Ellis, LLP (, previously filed as part of Exhibit 5.1).

23.2 Consent of PKF, filed herewith.

Item 28.  Undertakings.

(a) The undersigned Registrant hereby undertakes:

(1) To file, during any period in which offers or sales are being made, a post-effective amendment to 
this registration statement:

(i) To include any prospectus required by Section 10(a)(3) of the Securities Act of 1933;

(ii) To reflect in the prospectus any facts or events arising after the effective date of the 
registration statement (or the most recent post-effective amendment thereof) which, individually or in the aggregate, 
represent a fundamental change in the information set forth in the registration statement;

(iii) To include any material information with respect to the plan of distribution not previously 
disclosed in the registration statement or any material change to such information in the registration statement;

(2) That, for the purpose of determining any liability under the Securities Act of 1933, each such post-
effective amendment shall be deemed to be a new registration statement relating to the securities offered therein, 
and the offering of such securities at that time shall be deemed to be the initial bona fide offering thereof.
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SIGNATURES

Pursuant to the requirements of the Securities Act of 1933, the Registrant certifies that it has reasonable grounds to 
believe that it meets all of the requirements for filing on Form SB-2 and authorized this Pre-Effective Amendment 
No. 1 to Registration Statement on Form SB-2 to be signed on its behalf by the undersigned, thereunto duly 
authorized, in San Diego, California on February 13,May 6, 2004

VIRTGAME CORP.

By:    /s/ Bruce Merati
       Bruce Merati, Chief Executive Officer

In accordance with the requirements of the Securities Act of 1933, this Pre-Effective Amendment No. 1 to 
Registration Statement was signed by the following persons in the capacities and on the dates stated.

Signatures Title Date

/s/ Bruce Merati
       Bruce Merati

Chief Executive Officer, Chief 
Financial Officer (principal financial 
and accounting officer) and Director

February 13,May 6, 2004

/s/ Glenn E. Wichinsky
       Glenn E. Wichinsky

President and Director February 13,May 6, 2004

/s/  Paul A. Harvey
       Paul A. Harvey

Director February 13,

May 6, 2004
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